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INTRODUCTION 


Without being overly dramatic, it can be stated confidently that 
the small town legal counselor of farmers influences the farm 
policies and land tenure developments of the nation. The extent 
of that influence can only be surmised, but probably it is very great. 
A lawyer who convinces his farmer clients that they should retain 
complete ownership of their farms until death is creating a situa- 
tion which leads to small, uneconomical farm units and to farm 
tenancies. A lawyer who succeeds in establishing the use of a form 
of business organization which encourages farm children to stay 
home and provide a stable and efficient labor supply, promotes 
expansion of the farm to an economical size, and makes possible a 
transfer of ownership and management of a complete farming unit 
from generation to generation has created a situation which will 
lead to more owner-operatorships and a constant and economically 
satisfactory level of productivity of the individual farm business. 
The need for governmental influence by way of money subsidies 
or ownership incentives is thus minimized. 


Furthermore, it is in the selfish best interests of established 
farmers and of young men wishing to farm that the form of business 
organization adopted be that which will facilitate development of 
the most satisfactory operating and transfer plans and retirement 
programs. 

The corporation has not been widely used in Wisconsin as a form 
of business organization for the operation of family farms. This is 
true despite the fact that most farm businesses are based on substan- 
tial assets—a $75,000 to $100,000 investment is not exceptional in 
Wisconsin—and have many problems of division of investment 
and responsibilities which are most easily solved under the cor- 
porate form. 


It was decided to study the legal aspects of incorporating the 
family farm to determine whether they encourage or discourage 
the use of the corporation. The primary objective of the study was 
to provide an outline and evaluation of the legal considerations 
which influence a farmer and his lawyer in deciding whether or 
not to incorporate a specific farm business. It is hoped that the 
publication of the results of this study will assist lawyers in com- 
petently advising farmers as to the desirability of incorporating. 
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PART I—A SURVEY DISCUSSION 
A. Encouraging Farm Ownership by Farm Operators 


Land policies of the United States have been designed to pro- 
mote individual ownership of farms by farm operators. The first 
settlers made clear they wanted no feudal tenure and they so pro- 
vided in constitutions and ordinances. Governmental policy con- 
tinued along this line with homestead laws, financing assistance, 
and mortgage moratoria.- In addition to such examples of direct 
pressure, considerable effort has been made to foster the farm 
ownership desire and to smooth the path to accomplishment 
through an educational program of pamphlets which are prepared 
and published by various organizations including the United States 
Department of Agriculture, departments of state universities, and 
religious groups. These are supplemented by special programs for 
and group discussions with farmers. 


The traditional reasons for this policy of family farm ownership 
are: (1) economic—long range productivity is greater and land and 
building maintenance are better when the farm operator is the 
owner; (2) social—owner-operators tend to be permanent members 
of a community, become active participants in church, school and 
civic affairs, and may be strengthened morally from the more stable 
existence; (3) political—the land owner is less inclined to be of a 
revolutionary mind because he wants to protect his property by 
maintaining the status quo. Evidence of the acceptance of the 
importance of this last argument is found in the high priority 
invariably given to land reform programs by those who assume 
control of governments by revolution or invasion. 

The purpose of this article is not to question the policy of encour- 
aging ownership of family farms by those who operate the farms. 
Accepting that as sound, we shall consider whether incorporating 
the farm business tends to promote such owner-operatorships. 


The business organization considerations which tend to increase 
the ratio of owner-operators over tenant-operators fall into two 
categories. First, a particular form of business organization may 
increase the likelihood of a successful operating arrangement so 
that family members work together to develop and maintain a 
prospering business. Second, a particular form of business organi- 
zation may provide the most favorable device for transferring the 
business as a unit from generation to generation. 
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1. Operating Plans 


A son who is not positively committed to farming can receive 
ownership of an interest in the business—shares of stock—without 
endangering the efficiency of the farming unit. 


One father wanted to encourage a son to return to the farm 
after completing military service. He believed that the most 
effective encouragement would result from a part ownership 
of the business. By transferring shares of stock to the son as a 
gift or as compensation for labor performed prior to leaving 
for military training, the father could give the desired encour- 
agement. If the son decides against returning, his ownership 
of the shares will not interfere with the continued operation 
of the farm unit. No specific assets are involved; no dissolution 
of the business will result. The corporation is better adapted 
than the partnership or sole proprietorship for this purpose. 


An interest in the business can be transferred to a son to com- 
pensate for the difference between the wages he receives on the 
farm and “city” wages. 


The father requires a reliable labor force to operate a farm 
unit of a satisfactory size. Because of sentiment and pride, he 
wants his son to be the next owner of his farm. The father can 
arrange a better retirement plan if his son is available to buy 
the father’s interest. These three objectives are best fulfilled 
if the son stays on the farm with the father. To accomplish 
this, the father must be able to compete with “city” wages. 
Often, cash is not available. Regular transfers of shares of 
stock may be a satisfactory attraction because such transfers 
move the son toward farm ownership. The corporation is bet- 
ter adapted than the partnership or sole proprietorship for this 


purpose. 
Expansion and diversification of the farming unit are encour- 
aged leading to a sounder and more profitable enterprise. 


One farm family—a father and two sons—operates and man- 
ages three separate businesses: dairy, poultry, and beef. They 
are operated as one business unit. The financial resources of 
each of the three operators differs considerably. If it is decided 
to build a new poultry house and one person is to provide the 
cash, stock can be issued to the contributor. A partnership or 
sole proprietorship would require more elaborate records than 
does a corporation to accomplish this type of financing. 


2. Transfer Plans 


Shares of stock can be distributed to equalize the treatment of 
a farmer’s children. 
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If one son has been given a college education, has moved off 
the farm, and has contributed little to the farming enterprise 
while another has devoted full time since high school gradua- 
tion to working on the farm, the latter can be given shares of 
stock to balance the cost of the college education and, possibly, 
additional shares to compensate for the increased farm value 
attributable to his labor. 


Death taxes can be minimized by inter vivos transfers of stock. 


All of the transfers of stock described above will tend to reduce 
the value of the estate of the father. This will reduce the death 
taxes collected from those assets and thus result in the transfer 
of a larger percentage of the assets of the farm business to the 
next generation. 


By increasing his percentage of ownership in the farm business 
gradually as described above and by purchase, the son is able to 
afford the farm when it becomes available for complete transfer. 


Because of small profit margins in farming, a successful farm- 
ing business requires assets of substantial value to produce an 
adequate income. Records of more than 750 Wisconsin farms 
report an average capital investment of approximately $45,000. 
Many Wisconsin farmers have investments exceeding $100,000. 
A young man with no assets cannot finance such a purchase. 
The problem of financing must be met by each generation. If 
no farm operator is available to buy the entire unit, the farm 
probably will go into the hands of a landlord to be worked by a 
tenant or the assets will be sold piecemeal. Either of these re- 
sults conflict with our stated objective of owner-operatorship. 
Other forms of business organization can be used for such 
gradual acquisition of a farm business, but the corporation 
provides the neatest solution. 


B. Retirement 


Most farmers hope to retire from farm labor and, because much 
of it is physical, many are required to do so. One type of retire- 
ment is for a farmer to maintain control of his farm but reduce the 
size of his operations in order for him to be able to handle the work. 
Some of the cows can be sold and fewer acres of land can be cropped. 
This reduces his income to a level which may be too low for satis- 
factory support and leads to a partial dissolution of an effective 
farming unit. In order to provide adequate retirement income and 
to avoid the economic loss which results from such dissolution, 
alternative plans are more desirable. Outlined below are the con- 





?A technical discussion of profit-sharing plans, compensation deferral con- 
tracts and salary continuation plans begins at p. 633, infra. 
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siderations relevant to determining whether incorporating a farm 
business tends to facilitate sound retirement planning. 


1. Social Security 


There is nothing about incorporation which in itself varies social 
security benefits. The amount of benefit is determined by the aver- 
age monthly earned income of the insured, not by the form of busi- 
ness organization. However, the fact that a farmer will be an 
employee of a corporation may make it possible for a short period 
for him to receive as wages a figure nearer the $4,800 maximum 
income subject to social security than would be realized as self- 
employment income. If so, and if the wage paid is reasonable and 
in good faith, social security benefits will be increased. 

However, the total cost of social security benefits will be greater 
if a business incorporates. For the years 1960 through 1962, a self- 
employed farmer will pay an annual social security tax of 4.5%. 
For that period, an employee will pay 3% and his employer will 
pay 3%. Thus, the total tax paid by a corporation and an employee 
will be 6%; this is 1.5% greater than the self-employed payment 
on the same amount of income. This difference will increase to 
2.25% by 1969. On a $4,800 income each for a father and two sons, 
the total social security tax payment for 1960 will be $216 more if 
the business is incorporated than if the three operators are organ- 
ized as a partnership. A farm family may find this difference 
seriously objectionable since no greater benefits result from the 
larger tax payments. 

A reduction in social security benefits results if a retired person 
between the ages of 65 and 72 earns more than $1,200 per year.* 
Dividends paid to stockholders of a corporation do not affect bene- 
fits because they are not treated as earned income.* Thus, a 65 year 
old farmer whose farm earnings would exceed $1,200, if self- 
employed, may decide to incorporate so he can limit his earnings 
to a $1,200 annual salary. He may count on substantial dividends 
to supplement that salary. In this way he would plan to receive 
social security benefits for the full year without any reduction in 
his personal income from the farm. 

If the farmer continues to work on the farm in substantially the 
same way he worked before incorporating, such a plan will not be 
acceptable to those who administer the social security program. 
Evidently, the government policy relating to such maneuvers is 





* Social Security Act A; 202 (d), 49 Stat. 623 (1935), 42 U.S.C. § 408 (c) (1959). 
42 US.CA. § 403 (1959). 
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that there is nothing improper about good faith arrangements 
made for the express purpose of obtaining maximum social security 
benefits, but that the arrangements will be scrutinized to determine 
the true situation. That is, the mere fact that a farmer calls pay- 
ments “dividends” will not foreclose the possibility that they are 
actually “wages.” The decision will depend upon the facts, includ- 
ing the history of wages and work before social security. 

For example, in one case* a federal district court held that pay- 
ments which purported to be salary from a corporation were not 
salary for purposes of acquiring social security credits. In so hold- 
ing, the judge pointed out that the salary paid was exactly the 
amount needed for maximum social security benefits and was not 
related to services rendered which were described as “minimal,” 
that payments were made for only the precise six quarters required 
to give the employee an insured status, and that no one was hired 
to replace this employee. The judge agreed with the conclusion 
of the Secretary of the Department of Health, Education and Wel- 
fare that there was not in fact a bona fide employment for salary 
or wages. Instead, the corporation was being used as a device to 
make it appear that the claimant was an employee. 

There may be some particularly difficult problems which arise 
when a corporation elects to be taxed as a partnership within the 
provisions of subchapter S of the Internal Revenue Code. Because 
undistributed profits are taxed to the shareholders, they take on 
some characteristics of self-employment income. However, a Rev- 
enue Ruling® by the Internal Revenue Service states that the 
amounts of income which are required to be included in each 
shareholder’s gross income do not constitute “net earnings from 
self-employment” for purposes of the social security tax. 

It is not safe to conclude that those undistributed profits never 
will be treated as self-employment income. The approach of the 
Social Security Administration is clarified by a statement which 
district offices of the Bureau of Old Age and Survivors Insurance 
have been authorized to issue. 


(a) If the Corporation Is Already in Existence 


The election by a corporation as to the manner in which it 
will be taxed does not have the effect of making the shareholder 
“self-employed” or in receipt of “wages’ for social security 
benefit purposes. For example, such an election in and of 





“Stark v. Flemming, 181 F. Supp. 539 (N.D. Cal. 1959). 
5 See discussion of elections under subchapter S at p. 589, infra. 
* Rev. Rul. 221, 1959-1 Cum. Bur. 225. 
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itself does not change to self-employment income or to wages 
that which would otherwise be some other form of income 
(such as “dividends,” rent, etc.). The converse is likewise true. 
That is, an election does not change to dividends or some other 
form of income that which is wages. 

In deciding the nature of a particular payment the name 
given to the payment is not controlling. Thus, as an individual 
question arises, the particular facts surrounding any payment 
are necessary in order to determine its true nature. If the facts 
show, for example, that a particular payment was made as 
remuneration for services rendered to a corporation, such pay- 
ment would be considered earnings for social security purposes. 
If, on the other hand, the facts show that the payment was a 
true dividend on stock held in a corporation it would not be 
considered earnings for social security purposes as it would be 
investment income and not earnings from employment or 
self-employment. The foregoing would also be true with 
regard to undistributed income of a corporation. 


(b) If the Corporation Is Not in Existence 


Where the co ped relates to results from contemplated 
incorporation and election for tax purposes under the subject 
provision, the following may be appropriate for inclusion in 
the reply: 

The purposes for which a corporation is organized are not 
controlling in determining the character, for social security 
purposes, of payments received by officers, employees, and 
shareholders.’ 


Given the right facts, income which is distributed as dividends 
by any family corporation will be taxed for social security purposes 
as self-employment income. The facts which would result in such 
a ruling would establish that payments designated by the corpora- 
tion as “dividends” are not good faith dividends but are actually 
wages.® 


2. Profit-Sharing Plans 


The farmer may wish to supplement the social security benefits 
he will receive. One method is use of a profit-sharing plan. 

A detailed analysis of profit-sharing plans begins on page 636 of 
this issue. We need mention only four points of that analysis by 
way of summary. 





*This quotation is from a letter dated July 5, 1960, from Sydney S. Miller, 
District Manager, Social Security Administration, Madison, Wisconsin. 

*Some of the ideas expressed here are not supported by court decisions. 
However, such authority as has been found tends to agree with these statements. 
Further support was found in a speech made by Sydney S. Miller, District 
Manager, Social Security Administration, Madison, Wisconsin, at a meeting of 
the State Bar of Wisconsin at Lake Delton, Wisconsin, on June 17, 1960. 
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First, use of a profit-sharing plan results in savings of federal and 
state income taxes. The profitable farm business can reduce taxable 
income by paying money into a trust to fund a profit-sharing plan; 
income earned by the trust is tax free; when the fund is distributed 
it is probable that the recipient will be in a low income tax bracket 
and, under some circumstances, such payments are given capital 
gains treatment. All of this leads to the conclusion that an amazing 
tax advantage exists for a profitable business; any lawyer advising 
a businessman must consider its use. 


Second, the money paid into the trust fund is not irrevocably 
lost to the business; loans which meet tests of sound business prac- 
tice can be made by the trustee to the corporation.® 

Third, although he has no reason to object to a profit-sharing 
plan, an older farmer who is faced with imminent retirement can- 
not improve his retirement income substantially with such a plan. 
Years of contributions are required to enlarge the trust fund to a 
helpful size. The lawyer must advise as to the advantages of such 
a plan for younger farmers. These, who will receive the greatest 
benefit, are too far from retirement to be concerned. 

Fourth, a profit-sharing plan is only helpful to employees. Be- 
cause sole proprietors and partners are not employees, the corpora- 
tion is the form of business organization which offers maximum 
advantage. 


3. Property Rental 


A retiring farmer can supplement his social security benefits by 
renting land to the business. This possibility is dependent on his 
having retained ownership of some land. Such an arrangement is 
possible under any form of business organization; the corporation 
provides no advantage. 


4. Sale of Assets 


The assets owned by a farmer at the time of retirement provide 
a source of substantial retirement income. He can sell those assets 
under terms which will provide him with monthly income until 
the full price is paid. Such a sales contract can be entered into 
under any form of business organization. 

There is some possible advantage to incorporation if such sales 
are tied to a plan of preretirement sales and gifts of interests in the 
business. Such transfers of undivided interests in an assortment of 





* Wis. Stats. § 211.14(2) (1957) which forbids such loans is not enforced. 
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assets become complicated, while transfers of shares of stock do not. 
C. Financing 
1. Attracting Money From Farm Operators 


The corporation has an advantage over other forms of business 
organization of providing a neat method for keeping track of 
unequal capital contributions. If one stockholder provides all of 
the financing for a capital improvement, shares of stock can be 
issued to evidence his investment. In a partnership, adjustment of 
percentage interests of the partners is possible, but less convenient. 

However, there will be no incentive for such additional invest- 
ment by one stockholder unless his share of the business income 
increases proportionately. Except for a subchapter S corporation, 
dividend payments will be kept at a minimum to avoid double 
taxation. Thus, it may be that the partnership—which would 
adjust percentages of ownership and, in the same ratio, percentages 
of business income—would be more likely to attract such addi- 
tional funds. 


2. Attracting Money From Non-Farmers 


Although stock of the business here contemplated would not be 
purchased by strangers, relatives of the operators might invest 
their money if assurance of a reasonable return were given. The 
corporation is attractive to such investors because of the limited 
liability feature. However, such funds can be provided to any form 
of business organization by means of a loan. Although this does 
not bring the relative into actual participation, the loan frequently 
is as satisfactory as investment. 

There are certain Farmers’ Home Administration loans—owner- 
ship loans and operating loans—which are not available to farm 
corporations. In order to provide a basis for evaluating the signifi- 
cance to the potential farm incorporator of this exclusion, a few 
general observations are stated here. Although there are several 
types of FHA loans having varying requirements, and the appli- 
cable rules and regulations are quite detailed, it is sufficiently 
accurate and complete for this article to summarize. (1) These 
loans are available only if the borrower cannot obtain a loan of the 
size desired at reasonable interest from private lenders. (2) After 
obtaining the FHA loan, the borrower must refinance with a pri- 
vate lender when possible. (3) The interest rate is now five percent, 
but practice has been to revise the rate periodically to keep it in line 
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with rates of private lenders. (4) The FHA lends approximately 
$8,000,000 in Wisconsin each year. 

There appears to be no reason for excluding the family farm 
corporation from these loan benefits. Perhaps there will be an 
amendment to the FHA legislation enabling such corporations to 
qualify. Until that is accomplished, this possible detriment may 
be minimized by having the farmer obtain the loan personally 
before incorporating. After he has obtained the loan, the farm 
business can be incorporated, but the farmer can retain title to the 
debt and to the assets being used as security until the loan is paid 
or transferred to a private lender.’ 

Financing problems are also involved when a farmer dies leaving 
a portion of his estate to a nonfarmer child. If this is accomplished 
by leaving him an undivided fraction of the farm assets which were 
owned and operated by the decedent as a sole proprietor, the child 
can demand money for his share or can force a partition. If the 
bequest is of a fraction of the shares of stock in a corporation which 
owns and operates the farm, the recipient really is forced to pro- 
vide economical financing for the farm business because (1) there 
is no one of whom he can demand the dollar value of the stock, 
(2) no interest or dividends need be paid, and (3) as a practical 
matter, there is no market for these shares at any price unless one 
of the other stockholders wishes to buy. There is no incentive for 
such a purchase unless there is a question of corporation control 
involved. 

Such forced financing makes it easier for the corporation to 
operate profitably, but it is so unfair to the nonfarmer stockholder 
that provision should be made requiring purchase of his shares by 
other stockholders. If such purchase is required, some of the 
financing advantage can be retained by giving the purchaser sub- 
stantial time, at low interest, to make payment. 


D. Limited Liability 


A corporation is responsible for the contractual and tort liabili- 
ties of its agents, but the personal assets of the stockholders cannot 
be reached in satisfaction of such corporate obligations. This fea- 
ture is frequently desirable to the client, but its importance is often 
exaggerated. 

If a farmer has all of his assets in the corporation, he is protecting 





*Some of the ideas expressed here originated in conferences with Messrs. 
Aaron Hanson, and George Reznichek, Project Director and Program Chief, 
respectively, of the Farmers’ Home Administration, Wisconsin Division. 
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nothing. This situation may be avoided, even though all of his 
assets must be used in the business, by retaining title to some prop- 
erty in the farmer and arranging a lease of those items to the cor- 
poration. This will provide the owner with a reason for seeking 
the limited liability feature of the corporation. 

However, even after creating the reason, the advantage is dimin- 
ished by the practice of most parties who lend money or extend 
credit to accept the contractual obligation of a corporation only if 
the principal stockholders also bind themselves as individuals. The 
supposed corporate insulation is thus pierced as a practical matter. 

Probably the most powerful fear, in these days of large jury ver- 
dicts, is that of liability on a tort claim. As to this, the corporation 
protects a stockholder who is not the wrongdoer. There are situa- 
tions in which this will be important. For example, several brothers 
operate a profitable farm and an artificial insemination business. 
The insemination is accomplished by the labor of approximately 
fifty men who may be employees of the brothers or may be inde- 
pendent contractors. There is a real possibility of injury to valuable 
cows, or other torts, by these inseminators which will be pressed as 
claims against any financially responsible principal. It is doubtful 
that insurance could be 100 percent protective. In this situation, 
valuable protection could be obtained by incorporating the arti- 
ficial insemination business as a separate enterprise, excluding the 
farm and other assets of the brothers. 

However, before making this point determinative, the counselor 
should consider the adequacy of insurance protection as an alterna- 
tive to incorporation. 


E. Income Taxes 


Two sections of Part II of this article, “Tax Considerations of 
Farm Incorporation,”"* and “Taxing Corporation Income to the 
Shareholders,”*? thoroughly appraise the income tax consequences 
of incorporating. 


1. Non-Subchapter S Corporations 


Ignoring the possibility of taxing the corporation like a partner- 
ship, we can summarize the most frequently important income tax 
considerations of incorporating as follows: 

(1) Corporation income tax rates—state and federal—are 
higher than individual rates in the low brackets. Thus, for 





™ See p. 573 infra. 
” See p. 589 infra. 
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a low income farmer, plans must be made to deplete the 
taxable income of the corporation by salaries, bonuses, or 
other business expenses in order to minimize the income 
subjected to the corporation tax. 


If the corporation does retain some income, under proper 
facts an income tax saving results because of splitting tax- 
able income with this additional taxpayer. 


Federal taxation of long-term capital gains is more favor- 
able to an individual than to a corporation until the indi- 
vidual attains the 50 percent income tax bracket. 


Dividend payments result in double taxation. The need 
for such payments is minimized by decreasing the taxable 
income of the corporation as outlined in (1), above. 


In the typical farm case under consideration, the farm 
business can be incorporated without income tax conse- 
quences.'* However, dissolution of the corporation usually 
will result in taxable income. Since a partnership can be 
formed and dissolved without income tax consequences, 
a lawyer who has significant doubts about the wisdom of 
incorporating should advise the farmer to try a partnership 
first. 


The cost basis of depreciable assets is important for reduc- 
ing income tax by taking advantage of allowable depre- 
ciation. Also, a high cost basis reduces taxable profit in 
event of sale. 


Assets owned by an individual receive a new cost basis 
upon the death of the owner, but this advantage is not 
available as to corporate assets. This advantage is seldom 
significant except as to depreciable buildings or as to 
chattels, e.g., cows, having no cost basis and which in some 
family situations are likely to be sold upon the death of 
the farm father. Such assets could be kept in individual 
ownership rather than being transferred to the corpo- 
ration. 


Certain types of life insurance policies can be purchased 
by a corporation for its employees treating the premium 
payments as a deductible business expense for income tax 
purposes without including those premiums as income to 





See the requirements stated in the Int. Rev. Cope of 1954, § 351 (a). 
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the insureds.'* This tax advantage cannot benefit the sole 
proprietor or partners—only employees. 


2. Subchapter S Corporations 


If a corporation elects to be taxed under subchapter S of the 
Internal Revenue Code, the business is not subject to the federal 
corporation income tax, undistributed profits are taxed to the 
shareholders on a pro rata basis, and long-term capital gains pass 
through to the shareholders and are given the benefit of the indi- 
vidual capital gains treatment. Probably because of its novelty, 
there are several troublesome, unanswered questions in its opera- 
tion, but the advantages of its use appear to justify risking those 
uncertainties. 

Because Wisconsin has not adopted the subchapter S concept, 
the Wisconsin corporation income tax will apply to corporate tax- 
able income; so the problems of the higher corporate rate and of 
double taxation still exist to that extent. 

Also, there will be the social security tax differential if the cor- 
poration is recognized as a corporation for social security purposes. 
Furthermore, the cost basis problem continues. 


F. Attorney Fees 

One practical problem which cannot be overlooked is whether 
the legal fees charged for this work are so high that a farmer, for 
this reason, will refuse to incorporate. 

The Minimum Fee Schedule of the State Bar of Wisconsin recom- 
mends a fee of $250 for organization of a simple corporation, from 
articles of incorporation through minutes of first stockholders’ and 
directors’ meetings. A fee of $500 is recommended for legal work 
in establishing a profit-sharing plan. Usually, there will be stock 
restriction agreements which will be considered as work beyond 
that contemplated by the minimum fee for incorporating. Also, 
time devoted to filing an election to come under the provisions of 
subchapter S may require an additional charge. 

If the attorney fees will total from $750 to $1,000, there will be 
many farmers who will prefer to avoid this expense by selecting 
some other form of business organization. It certainly is undesirable 
to have the decision as to form of business organization controlled 
by attorney fees and it does not seem possible that we will be forced 
to conclude that farmers having assets valued at $100,000 or $75,000 


“Int. REV. Cope of 1954, § 162; Wis. STAT. § 71.04 (1959); 5 Wis. ADMIN. 


Cope, Tax § 2.84. 
“See “Taxing Corporation Income to the Shareholders” at p. 589 infra, for 


a detailed treatment of this subject. 
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or even $50,000 cannot afford the legal fees involved in incorpo- 
rating. 
Three steps should be taken: 

(1) The procedures for establishing a corporation with profit- 
sharing and stock restriction complications should be 
standardized and the bar informed of the most efficient 
method; and 

(2) minimum fees for the entire legal job should be set at a 
level related to the hours of lawyer’s time ordinarily re- 
quired using this standardized method. 

(3) Farmers and other businessmen should be informed of the 
time required for this work and the value of the incorpo- 
ration to the business. The lawyer should explain that 
this is a onetime expense which, if prorated over the life 
of the corporation, amounts to an insignificant annual 
charge. Actually, if a profit-sharing plan can be used 
effectively, the resulting tax savings will offset the costs. 


G. Nonlegal Organizational Expenses and Trustee’s Fees 


The federal government imposes a tax on newly issued stock at 
the rate of 11 cents on each $100 (or major fraction thereof) of the 
actual value of the certificates." 

In Wisconsin, the Secretary of State charges a fee for filing the 
articles of incorporation computed as follows: $1 for each $1,000 
or fraction thereof of authorized par value shares or 2 cents for each 
authorized share without par value, with a minimum fee of $25.17 

Also, there will be a small charge by the register of deeds of the 
county in which the articles of incorporation are recorded—$2 
for recording articles prepared on the standard form and for a cer- 
tificate of recordation."* 

Thus, for a newly organized corporation having authorized and 
issued 750 shares each having $100 par value, the costs would be: 





EF eer oom $ 75.00 
Wiscomein filing ‘fee... ............................. 75.00 
Recording and certificate...............--..-.-.-..+-+- 2.00 

cE eerie re weeks eee oie $152.00 


Also, there is a $5 charge for filing an application to reserve 
a corporate name’ and other possible minor expenses—such as a 





“Int. Rev. Cope of 1954, § 4301. 
Wis. Stat. § 180.87 (1957). 

* Wis. Stat. §§ 180.46, 180.86 (2) (1957). 
* Wis. Stat. § 180.87 (1) (f) (1957). 
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corporate minute book costing from $10 to $25—which may raise 
the total. 

If a profit-sharing plan is used, the trustee may charge a fee. One 
corporate trustee in Wisconsin charges an “acceptance fee” of from 
$35 to $70 plus an annual fee of one-half of one percent on the 
corpus of the trust. 


H. Recommendations 


The attorney who incorporates a farm must consider: 


(1) 


(2) 


(3) 


Electing to come within provisions of Subchapter S. There 
is no significant disadvantage other than the uncertainties 
and possible tax savings, particularly as to long-term capi- 
tal gains, are great. 

Protecting interests of minority stockholders.?° The job 
of organizing a corporation is not complete until the 
interests of the stockholders are protected. There are two 
categories of minority stockholders. One is actively en- 
gaged in the business; the other is not. The plan of pro- 
tection will differ, but each type needs consideration at 
the time of incorporation. 

Planning stock transfer restrictions. In addition to their 
use in protecting minority interests, stock transfer restric- 
tions are used in small corporations to permit surviving 
stockholders to purchase stock of a deceased stockholder, 
and in other situations to give acquisition preference to 
existing stockholders. 


(4) Creating a profit-sharing plan. The entire retirement pic- 


ture should be studied, but the particularly attractive tax 
advantages of a profit-sharing plan, and the retirement 
income which will be available if an employee comes under 
the plan while reasonably young, make it one of the 
strongest arguments in favor of incorporating. 





*® See sections in this article on protecting interests of minority stockholders, 
at p. 603 infra, and stock transfer restrictions, at p. 620 infra. 
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PART II—IMPORTANT CONSIDERATIONS 
A. TAX CONSIDERATIONS OF FARM INCORPORATION 
1. INTRODUCTION 


The incorporation of a farm business creates a separate and 
distinct tax entity quite unlike a sole proprietorship or partner- 
ship. In considering the advisability of incorporating, a farmer 
ought to be acutely aware of the resulting tax consequences of his 
decision. This paper discusses the significant tax differences be- 
tween corporate and noncorporate businesses, and attempts to 
suggest methods of minimizing any tax disadvantages of corpora- 
tions. Tax problems involved in setting up a corporation initially 
are not covered. Although the paper is devoted primarily to the 
problems confronting a corporate farmer, much of what is said is 
also applicable to any closely held, small business corporation. 


2. SIGNIFICANT ASPECTS OF CORPORATE TAXATION 
a. Federal Law 


In certain areas, sections of the Internal Revenue Code provide 
special treatment for farmers. The benefit of these provisions is 
not lost by incorporation,’ but there are no corporate tax provi- 
sions peculiarly applicable to farm corporations. Thus, the special 
treatment accorded farmers under the Code is the same whether 
or not he incorporates; but othewise, farmers who incorporate are 
subject to all of the tax provisions for corporations. 

Instead of steeply graduated income tax rates (ranging from 20% 
on the first $2,000 to about 40% at $25,000) applicable to the pro- 
prietorship and partnership,’ the corporate rate is a flat 30% on 
the first $25,000 of ordinary taxable income and 52% on the excess 
(a 22% surtax is imposed on ordinary income exceeding $25,000).* 
A comparative evaluation of these rates cannot properly be made 
without considering the problem of double taxation. 

Short-term capital gains of a corporation are taxed as ordinary 





1 Treas. Reg. § 1.61-4(d) (1957) states that “all individuals, partnerships, or 
corporations that cultivate, operate, or manage farms for gain or profit, either 
as owners or tenants, are designated as farmers.” Hence, any unique tax pro- 
visions pertaining to farmers will be equally applicable to all forms of enter- 
prise (e.g., special treatment given the farmer concerning “depreciation and 
salvage value, soil and water conservation expense, development expenses, C.C.C. 
loans, etc., will be the same for corporations). For an extensive discussion of the 
many special tax considerations available to the farmer see O’ByRNE, FARM 
INCOME TAX MANUAL (1958). 

?InT. Rev. Cope or 1954, § 1. 

* Int. Rev. Cope oF 1954, i 11. 
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income, but long-term capital gains are taxed at a flat rate of 25%.* 
Corporations are not entitled to the 50% reduction of long-term 
capital gains that unincorporated taxpayers enjoy.° Accumulated 
or retained earnings of a corporation above $100,000 or the rea- 
sonable needs of the business are subject to an additional tax.® 

Upon liquidation a corporation does not realize any taxable 
income. When a liquidating dividend exceeds the adjusted cost 
basis of the stock, the shareholder realizes a capital gain. 


Normally, at death an individual’s property is re-evaluated and 
accorded a new cost basis. However, if such property is owned by 
a corporation, its cost basis remains the same and the stock itself 
is given an adjusted value. This difference becomes significant 
upon (1) a sale of the property or (2) a continued depreciation of 
the asset. 


b. Wisconsin Law 


In Wisconsin, corporate income up to $6,000 is taxed at a rate 
almost double that on individual income, but beyond that the 
difference between the rates lessens. The rate on the first $1,000 
of corporate income is 2%, then increases to a flat 7% on income 
in excess of $6,000." The individual rate is 1% on the first $1,000 
and progressively increases to 842% on income in excess of $14,000.* 
Even though corporate income is not subject to the surtax of 20% 
imposed upon individual income,® the effective rate for an indi- 
vidual is still substantially less in the lower income brackets because 
of the difference in the initial rates. Since no special treatment is 
accorded capital transactions in Wisconsin, profits from such trans- 
actions are includible in gross income and taxed at ordinary income 
rates.° Likewise, there is no Wisconsin statute corresponding to 
the Code provision taxing accumulated profits. Some states impose 
a property tax upon individual shares of stock. However, since 
such shares of stock are considered intangibles in Wisconsin, they 
are not subject to the general property tax.’ In addition, Wis- 
consin permits a corporation to deduct income, excess or war profits 
and defense taxes imposed by the federal government.’ Such 





*Int. Rev. Cope or 1954, § 1201. 

* Ibid. 

“Int. Rev. Cope or 1954, {37 531, 535. 
* Wis. Stat. § 71.09 (2a) ( 

* Wis. Stat. : Loges el O57 

* Wis. Laws 1959, ch. 342 

* See Wis. Stat. 71 08 (1) ( (1957). 
4 Wis. Stat. § 70.112 (1) (1957). 

™ Wis. Stat. § 71.04 (1957). 
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deductions, however, are limited to 10% of the taxpayer's net 
income without the benefit of the above mentioned deductions. 


3. THE DovuBLE TAXATION PROBLEM 
a. Federal Law 


A serious income tax problem confronting the corporate farmer 
is the possibility that his income will be taxed at two different 
levels: (1) as earnings and profits at the corporate level, and (2) the 
corporate dividends as ordinary income at the shareholder level.’ 
Consequently, a double tax is imposed upon income which under 
any other form of enterprise would be taxed only once. A com- 
parison of the graduated individual rates and the corporate rates 
seemingly suggests that it would only be profitable for farmers in 
the high income brackets to avail themselves of the advantages of 
incorporation.* But, even this apparent advantage in the high 
income brackets disappears when the corporate income paid out as 
dividends is taxed again as individual income.’® Under certain 





* Wis. Stat. § 71.04 (3a) (1957). 

See InT. REv. Cope or 1954, §§ 11, 61 (a) (7). 

* To illustrate this comparison the following chart shows the tax paid by a 
married farmer filing a joint return as contrasted with the incorporated farm’s 
tax liability before the latter has distributed any income. It is assumed that the 
unincorporated farmer has two children, thus allowing him to take a total of 
$2,400 in exemptions, Int. Rev. Cope oF 1954, § 151, and takes the standard 
deduction, i.e., 10% of adjusted gross income or $1,000, whichever is less. INT. 
Rev. Cope or 1954, § 141. The chart is based on tax rates imposed on individual 
and corporate income by Int. Rev. Cope or 1954, §§ 1, 11. 

Tax: Tax: 


Taxable Unincorp. Incorp. Advantage: 
Income Semaer a4 Copenbion 
10,000 1,372 8,000 —1, 
20,000 4,124 6,000 — 1,876 
$0,000 7,918 10,100 —2,182 
40,000 12,718 15,300 — 2,582 
50,000 18,294 20.500 —2,206 
60,000 24,332 25,700 — 1,368 
70,000 30,610 30,900 —290 
80,000 $7,134 36,100 +1,034 
90,000 44,034 41,300 +2,734 
100,000 59,832 46,500 + 13,382 
200,000 131,682 98,500 + 33,182 


Note, Incorporating the Farm Business Part II: Tax Considerations, 43 MINN. 
L. Rev. 782, 784 n.7 (1958). 

* This chart illustrates the total tax burden and the tax disadvantages of a 
corporation if none of the methods for minimizing double taxation discussed in 
the text are used and all of a corporation’s income is paid out in dividends. 

Total Tax: Total 
Unincorp. Tax: Remainder Individual Tax: Disadvantage 
Taxable Farm Incorp. After Corp. ‘Taxon Corp. Corp. 


Income Income Farm Tax Remainder Farm Farm 
10,000 1,372 3,000 7,000 780 3,780 — 2,408 
20,000 4,124 6,000 14,000 2,356 8,356 — 4,232 
30,000 7,918 10,100 19,900 4,090 14,190 —6,272 
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conditions the resulting double taxation is somewhat minimized 
by excluding from the gross income of an individual dividends 
received by a shareholder up to $50 and allowing a 4% credit 
against the tax imposed on dividends in excess of the exclusion.** 
One important method of avoiding double taxation is for a corpo- 
ration to elect to be taxed similarly to a partnership under sub- 
chapter S of the Code,'* which is discussed separately.* Other 
important methods of avoiding this burden are considered here. 


(1) Suggested Methods for Minimizing the Corporate Tax 


(a) Salary and Bonuses. In an ordinary farm corporation the 
officers or members of their immediate families are usually also the 
shareholders, and consequently it is not important, except as it 
may affect the tax burden, whether the corporate earnings are 
disbursed as dividends or as compensation. It is because dividends 
are not deductible from the corporate income that double taxation 
results. Proper compensation, on the other hand, is deductible as 
an “ordinary and necessary expense” of the business?® and, thus, 
provides a means of avoiding the corporate income tax.” A farmer 
should be cautious, however, in distributing corporate profits under 





40,000 12,718 15,300 24,700 5,774 21,074 —8,356 
50,000 18,294 20,500 29,500 7,703 28,203 —9,909 
60,000 24,332 25,700 34,300 9,883 35,583 —11,251 
70,000 30,610 30,900 39,100 12,250 43,150 — 12,540 
80,000 $7,134 36,100 43,900 14,800 50,900 — 13,766 
90,000 44,034 41,300 48,700 17,527 58,927 — 14,893 
100,000 51,192 46,500 53,500 20,359 66,859 — 15,667 


200,000 131,682 98,500 101,500 52,272 150,772  —19,090 
Adopted from Id. at 785. 

“Int. Rev. Cope oF 1954, §§ 116, 34. 

* Int. Rev. Cope oF 1954, iH 1371-77. 

* See “Taxing Corporation Income to the Shareholders” at 589. 

* Int. Rev. Cope oF 1954, § 162. 

™ For the following comparison, assume the taxable income of the corporation 
before salaries or dividend distribution to be $60,000. Example 1. Compensation 
of $15,000 paid as a dividend. The tax consequence (since $15,000 is not 


deductible): 
25% x $25,000 = $ 6,250 
52% x $35,000 = 18,200 


Total $24,750 
Example 2. Compensation of $15,000 paid as a salary. The tax consequence 
(since no dividend distribution): 


($60,000 — $15,000 = $45,000) 
25% x $25,000 =$ 6,250 
52%, x $20,000 = 10,400 

Total $16,650 


A difference of $8,100. 

For a good review of this method see Calkins, Coughlin, Hacker, Kidder, Sugar- 
man & Wolf, Tax Problems of Close Corporations: A Survey, 10 W. Res. L. REv. 
9, 49-60 (1959). 
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the guise of salary expense, since the burden is upon the corpora- 
tion to prove that the compensation is reasonable in relation to 
the services rendered.*? This is especially true when a closely held 
corporation is involved.2* The United States Supreme Court has 
upheld the authority of the Commissioner to disallow the deduc- 
tion of salaries where they are “extraordinary, unusual and extrava- 


gant .. . having no substantial relation to the measure of .. . 
[the] services and being utterly disproportioned to their value, 
[and] are not in reality payment for services. . . . "4 


According to the regulations, bonuses, if made in “good faith 
and as additional compensation for the services actually rendered 
by the employee” are deductible, but gifts, lacking the “element of 
compensation” are not deductible from the corporate gross earn- 
ings.2> An employer should be careful that the year end bonuses 
are not in “almost direct proportion [to] . . . stock holdings with- 
out regard to services performed” since they probably will not be 
allowed as deductions.”¢ 

(b) Rentals. Although a corporation frequently owns its capital 
assets, it is not uncommon for it to lease land and equipment for 
the purposes of the business. The Code has appropriate provisions 
permitting the deduction of such rental expenses when the busi- 
ness has neither title nor equity in the property.*” Parenthetically, 
it should be noted that, since in a land contract transaction the 
purchasing corporation has an “equity” in the land, the installment 
payments are not deductible as an expense of doing business. Simi- 
larly, mortgage payments are also disallowed. When considering 
incorporation, a farmer holding title to property might rent it to 
the corporation instead of exchanging it for stock with the resulting 
tax consequence of avoiding double taxation on these rental pay- 
ments. Here again, because of the close relationship of the farmer 





= Botany Worsted Mills v. United States, 278 U. S. 282, 289-90 (1929). 

* “While this question of reasonableness of salary theoretically is not con- 
fined to salaries paid to stockholders, but applied to salaries paid to any 
officer, as a practical matter salaries are seldom questioned unless the officer 
or his family is interested in the corporation. Ordinarily, if the officer is 
a stranger to the owners of the corporation dealing at arm’s length, the 
agent will not question the salary paid.” 

Smith, Transactions Between a Corporation and a Stockholder, Division oF 
GENERAL EXTENSION, UNIVERSITY OF GEORGIA, PROCEEDINGS OF THE FIFTH ANNUAL 
GrorciA ACCOUNTING INSTITUTE AND THE First GEORGIA TAX INSTITUTE, 93, 96 
(1951), cited in Note, supra note 15, at 792 n.61. 

* Botany Worsted Mills v. United States, 278 U. S. 282, 292 (1929). 

* Treas. Reg. § 1.162-9 (1958). 

*See Note, supra note 15, at 793, and cases cited; Home Industry Iron Works, 

8 B.T.A. 1267 (1927); Currier Farms, Inc., 7 CCH Tax Cr. Mem. 677 (1948); 
Em. H. Mettler & Sons, 8 CCH Tax Cr. Mem. 329 (1949). 
*InT. Rev. Cope oF 1954, § 162 (a) (3). 
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to the corporation, the transaction will undergo close scrutiny by 
the Commissioner to determine whether or not the payments are 
“reasonable.”** The good faith of the arrangement and proof by 
the corporation that the rental payments are not solely to avoid 
double taxation in the distribution of its profits should sustain the 
deduction. 

(c) Retained Earnings. Once the corporation becomes profitable, 
some earnings may be retained to facilitate expansion or for other 
reasonable needs of the business. Retention of earnings for these 
purposes by a corporation may reduce the total income tax paid 
on the business earnings.*® An accumulated earnings tax is imposed 
in order to prevent a corporation from accumulating its earnings 
and profits to avoid the individual tax which its shareholders would 
pay if the earnings were distributed as dividends.*® Ordinarily, 
since a small farmer who incorporates will be able to manipulate 
his surplus earnings quite satisfactorily, this should not pose a 
serious tax consideration. He may wish to set aside sums for future 
plans of expansion, to provide additional working capital, or create 
reserves for unforeseeable contingencies. If the earnings are 
retained until the corporation dissolves, or the individual stock- 





* “The Code does not limit deductions for rental payments to a ‘reasonable 
allowance’ as in the case of salary or compensation, but at the same time 
the code does not preclude the . . . [Commissioner] from examining the 
facts relating to such payments for the pu of determining their true 
character and from disallowing deductions claimed as rents where the pay- 
ments were of a character not permitted as deductions by the code.” 

Immerman v. Commissioner, 7 T.C. 1030, 1037 (1946). Other tax decisions con- 
cerning the reasonableness for rental payments: Roland P. Place, 17 T.C. 199, 
203 (1951); Pennock Plantation, Inc. 10 CCH Tax Cr. Mem. 1077 (1951); 
LeMo v. Commissioner, 47 F.2d 539 (7th Cir. 1931); Orange & Domestic 
Laundry Co., 6 B.T.A. 646 (1927); Spriesch Tool & Mfg. Co., 19 P-H Tax Cr. 
Mem. 610 (1950); McKeever v. Eaton, 6 F. Supp. 697 (D. Conn. 1934). 

* See Int. Rev. Cope or 1954, §§ 531-35. For a discussion of the taxable rates 
see supra at 573. Although there are procedures whereby the burden of pro- 
ceeding on the issue of the case relating to reasonable business needs may be 
shifted to the commissioner, (Int. Rev. Cope of 1954, § 534), authorities main- 
tain that the ultimate burden of proof in an accumulated earnings tax case 
rests with the corporation. Calkins, et al., supra note 21, at 72. For a more 
detailed analysis see: pep: & Donaldson, The Burden of Proof in Accumu- 
lated Surplus Cases, 36 Taxes 827 (1957). 

For an example of how taxes could be lessened: If the taxable farm income 
for 1960 was $22,000 and this was divided, $9,000 to the widower father, $9,000 
to the unmarried son, and $4,000 was left in the corporation, the total federal 
income tax paid would be $4,820. If the same father and son had each paid a 
tax on $11,000, the total federal income tax paid would be $4,872. Thus, $22,000 
is the minimum net income of which a two man business could realize federal 
income tax savings by splitting taxable income with a corporation. As to the 
married farmer with one unmarried son, the use of the corporation as a third 
taxpaying unit does not become significant until the corporate earnings range 
around 000. Of course, as the income of the corporation increases this sav- 
ing becomes more substantial. 

Int. Rev. Cope or 1954, § 533. 
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holder sells his shares, a tax benefit will result because of the 
preferred capital gains treatment.*! Even if the corporation is 
forced ultimately to distribute the surplus as dividends, it may 
postpone such distribution to periods when the stockholder(s) sus- 
tains a loss or suffers a reduction in his outside income.** 

From this discussion, it is obvious that the problem of double 
taxation could be crucial in a final determination of whether or 
not to incorporate.** An educated evaluation by the farmer neces- 
sarily involves a thorough investigation of the possible methods for 
reducing the amount of the distributable income of the “planned 
corporation.” 


b. Wisconsin Law 


This same burdensome problem exists at the state level. The 
state tax provisions as to deductions are quite similar to the federal. 
Deductions for salaries and bonuses are permitted “if reasonable 
in amount for the services actually rendered in producing such 
income.”** Rental payments “during the year in the operation of 
the business from which its income is derived” are also deductible 
as an ordinary and necessary expense of the business.*° Accumu- 
lated earnings are not given any special treatment. 


4. CaprITrAL GAINS 
a. Federal Law 


The Code provides special treatment for the gains and losses 
from the disposition of certain property used in farm businesses 
whether they are sold, traded, or involuntarily converted.** Typical 
farm property included in the capital gains section is: 1) livestock 
held for draft, breeding or dairy purposes for 12 months or more;%" 
2) unharvested crops held for more than six months, if they are 
sold at the same time and to the same person;** 3) depreciable 





* This is because the proceeds from the liquidation of the corporation (under 
Int. Rev. Cope oF 1954, § 331) and income received from the sale of the stock 
are taxed at the capital gains rate of a flat 25%, instead of the substantially 
higher ordinary income rate. 

HoizMan, THE TAX ON ACCUMULATED EARNINGS (1956) discusses this prob- 
lem at length. For a summary review see Calkins, et al., supra note 21, at 72-6. 

* See Note 15 supra. 

* Wis. Stat. § 71.04(1) (1957). 

Wis. Stat. § 71.04 (2) (1957). 

* See INT. Rev. Cope oF 1954, if 1031, 1033, 1231. 

* Int. Rev. Cope or 1954, § 1231 (b) (3). The term “livestock” as used above 
includes cattle, hogs, horses, mules, donkeys, sheep, goats, fur bearing animals, 
and other mammals; it does not include chickens, turkeys, pigeons, geese, other 
birds, fish, , reptiles, etc. 

* Int. Rev. E OF 1954, § 1231 (b) (4). 
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property used in the farm business (e.g., farm machinery, barns, 
etc.); and 4) farm realty if held for more than six months.*® 

Much of the farm property, other than products normally sold 
in the regular course of the business, is subject to capital gains 
treatment upon its sale. Consequently, if a number of capital trans- 
actions are involved, any other tax advantages of incorporation 
may disappear or at least be significantly minimized. This is be- 
cause the noncorporate farmer enjoys a more favorable tax rate 
on his long-term capital gains than does the corporate farmer until 
the noncorporate farmer’s income tax rate reaches 50%. For exam- 
ple, assume that a long-term gain of $1,000 is recorded from the 
sale of a capital asset. The corporate tax is computed at 25% of 
that amount (or $250). The unincorporated farmer may elect to 
be taxed at the flat 25% rate, or include one-half the gain ($500) 
in his ordinary income, to be taxed at a rate determined by his 
individual income bracket,*® ($100 if his rate is 20%). In a small 
business, where the total income (including capital gains) is less 
than $18,000, an unmarried individual farmer will realize savings 
over a corporate farmer because he is permitted to reduce his capital 
gains by 50%. 

Furthermore, if the business is taxed as a corporation, the farmer 
foregoes the advantage of combining business capital transactions 
with others that he may engage in outside the farm business. The 
corporate capital losses are “locked-in”—since they may only 
diminish corresponding capital gains resulting from corporate 
transactions. The unincorporated farmer, however, may combine 
his business capital transactions with his individual capital trans- 
actions. Thus, he is permitted to offset the business capital losses 
against his individual capital gains and vice versa.*! 

Also, in case capital losses do exist after computation of all the 
capital transactions, an individual enjoys a more favorable tax 
treatment of such losses. Suppose for example, a farm business 
sustains a capital loss for a taxable year; the resulting tax conse- 
quence is: 

1) On a proprietorship basis, the taxpayer may deduct that loss 
up to $1,000 from his ordinary income, and carry over the 
remaining loss for five years. This carryover loss may be 
offset against capital gains in these succeeding years and, in 





* See INT. REV. Cope oF 1954, fi 1221 (2), 22. 
“Int. Rev. Cope or 1954, Ka " 
“ See Moore, Should Your Business Be Taxed as a Corporation?, 33 Taxes 258, 


260 (1955). 
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addition, $1,000 may be applied against ordinary income in 
each year.*? 

2) On a corporate basis, the taxpayer may not deduct any of 
the capital loss from ordinary income. However, the loss 
carryover is available for offsetting capital gains in the five 
succeeding years.** 

Therefore, allowing an individual to offset his ordinary income 
with his capital losses, within the limits stated above, entitles him 
to a possible $6,000 deduction to the “extent that such amount [the 
loss] exceeds the total of any net capital gains of any taxable years 
intervening between the taxable year in which the net capital loss 
arose and such succeeding taxable year,”** which is not available 
to a corporation. 

Consequently, if from a review of an individual farm business it 
is determined that capital transactions provide a substantial portion 
of the business income, then the preceding tax considerations will 
be significant in evaluating the desirability of incorporation. 


b. Wisconsin Law 


Capital transactions are not given special treatment under Wis- 
consin law. In contrast to the federal system, the state does not 
have a special provision distinguishing capital gains taxation from 
the ordinary income tax. Consequently, no statute directly provides 
for a carryover of capital losses. However, since capital losses are 
calculated as part of the business operating costs, they may be car- 
ried over if they result in an overall operating loss. 

Generally, as to business losses, corporations and individuals are 
given the same treatment under the state law. Sections applicable 
to both provide that “losses actually sustained within the year and 
not compensated by insurance or otherwise’*® are allowable deduc- 
tions from gross income. Also, both are accorded the same net 
business loss carryover period enabling them to offset the business 
income from the current year with the business losses of the two 
preceding years.*® 


5. LIQUIDATION OF THE CORPORATION 
a. Federal Law 


A farmer may wish to liquidate his corporation and yet continue 





“Int. Rev. Cope oF 1954, §§ 1211, 12. 
* Ibid. 

“Int. Rev. Cope oF 1954, be) 

* Wis. STAT. S108 (185 0 

“ Wis. Star. ae 


(8) (1957). 
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the business. Consequently, he will want to retain all the assets 
within the business rather than exchanging them for cash to be 
distributed among the shareholders. Periodically over the past 
eighteen years, Congress has attempted to minimize the burden- 
some tax consequences of liquidation so that now the corporate 
entity is relatively free from taxation during liquidation. How- 
ever, even though corporate liquidation often involves only an 
exchange of assets for stock, this transfer of property usually results 
in taxable income to a shareholder. 

The amounts distributed in a complete liquidation of a corpora- 
tion are treated as full payment in exchange for the stock.*” Since 
corporate stock is a capital asset, any gain or loss recorded from the 
exchange will be subject to the capital gains transactions section of 
the Code.** The gain or loss to a distributee resulting from an 
exchange of property is determined by comparing the fair market 
value of the property*® with the adjusted cost basis of the stock.*° 
If that value exceeds the cost basis, a taxable gain results. 


(1) Losses and Section 1244 


As to losses, the customary $1,000 deduction from ordinary in- 
come is available to each shareholder.* However, the Small Busi- 
ness Tax Revision Act of 1958 has provided that where a “small 
business corporation” has issued “section 1244 stock” and has not 
prospered, then, in the event of a loss, the sale or exchange of stock 
in a small business will no longer be treated as a capital trans- 
action; rather it is deductible from ordinary income.*? In order 
to qualify as “section 1244 stock” a number of specific conditions 
must be met, but in general it refers to any common stock issued 
for cash or most other types of property after June 30, 1958, when 





“Int. Rev. Cope oF 1954, § 331 (a). 

“ White v. United States, 305 U.S. 281 (1938). 

“Int. Rev. Cope oF 1954, § 334 (a). 

“Int. Rev. Cope oF 1954, § 1016. See also Freter, Tax Aspects of Dissolving 
a Corporation, 37 Cut. Bar. Rec. 18, 20 (1955). 

™ See discussion supra at 580. 

See Int. Rev. Cope, § 1244 added b ie. Small Business Tax Revision 
Act of 1958, 72 Stat. 1676. “[I]ts ders are entitled to treat losses (not 
exceeding $25,000 in any one year, or $50,000 in the case of a joint return) 
realized on the sale or exchange of their section 1244 stock as ordinary losses, 
es cos against ordinary income from other sources and aa to carry for- 

and carry back as though a business loss.” Calkins, et al., supra note 21, 
at 112. 
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no other offer had been made.** This added deduction feature 
must be arranged prior to the issuance of stock, and although the 
Code provisions seem somewhat complex and detailed, the require- 
ments should not be too difficult to meet. The provisions should 
certainly encourage the flow of new funds from outside investors,** 
especially if the corporation has sustained such a large initial loss 
that it is unable to set off this loss against its prophesied income for 
the five year carryover period.®® “City farmers” may be attracted 
by this provision. 


(2) Partial Liquidation 


Perhaps a farmer may decide that it would be profitable to dis- 
continue certain aspects of his business, and therefore elects to par- 
tially liquidate the corporation by distributing some of its assets in 
cancellation of an appropriate portion of its outstanding stock. 
Are the tax consequences the same as if the corporation were com- 
pletely liquidated? Probably not, unless the rather rare circum- 
stances prescribed in section 346 are present.** If the transaction 
does come under this section, a capital gains treatment of the liqui- 
dation is assured; otherwise, it is taxed as a dividend at ordinary 
income rates. The statutory provisions defining an appropriate 
partial liquidation are vague, but the essential ingredient seems to 
be a contraction of the enterprise; therefore, unless a businessman 
desires to curtail or reduce his activity, such an attempted liquida- 
tion would be ineffective in securing him preferred capital gains 
treatment. Since it is difficult to bring such a partial liquidation 
under the Code, it is seldom attempted." 


(3) Complete Liquidation 


A complete liquidation ordinarily results in a capital gains tax 





* Ibid. 
“... provided that the issuing corporation meets at the time of the loss 
certain requirements as to active business (which are waived, if the corpo- 
ration has operated at a “~ and meets at the time of the adoption of the 
lan certain requirements of size (e.g., that the yay paid in after June 
, 1958, including the amount offered under the plan, not exceed $500,000, 
and book net worth, including such amount not exceed $1,000,000).” 

For a fuller explanation of the conditions see MERTENS, FEDERAL INCOME 
Taxation, Cope COMMENTARY § 1244:3 (1959). 

“Id. at § 1244:1. 

* Calkins, et al., supra note 21, at 112. 

“Int. Rev. Cope oF 1954, § 346 (b). 

"For a more detailed consideration of the requirements for partial liquida- 
tion see: Brodsky, Partial Liquidation: Definition of Partial Liquidation and 
Rules for Determining Termination of a Business, N.Y.U. 15TH Inst. ON Fen. 
Tax 539 (1957); a more summary treatment is to be found in MERTENS, FEDERAL 
IncoME TAXATION, Cope COMMENTARY § 346 (1956). 
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on the entire appreciation in the value of the business. The Code, 
however, has an optional provision which would postpone the 
realization of this tax until the taxpayer actually disposes of the 
property. Assuming that a farmer is to continue his business, his 
preference for the method of liquidation discussed below will de- 
pend upon the proportion of the earned surplus to the appreciation 
of the corporate property.** 

(a) Small Appreciation: Large Earned Surplus. Where the accu- 
mulated earnings are rather large in proportion to the appreciation 
of the fixed assets, it is better to attempt to satisfy section 337 of the 
Code. This provides that no gain or loss shall be recognized upon 
liquidation if the corporation adopts a plan of complete liquidation 
and distributes al] of its assets (except incidental property retained 
to meet claims) within a twelve month period.*® Therefore, if a 
farmer devises a formal plan of liquidation which completely dis- 
tributes or sells his assets within twelve months, the corporation 
sustains no gain or loss on these transactions. The farm corpora- 
tion, then, should have no problem in securing the favorable treat- 
ment of section $37 for all of its assets, since by wishing to continue 
the business, the farmer will not want to split up his distribution 
of the farm, but rather keep it intact. Even though the entire gain 
(as computed above) which the shareholder received upon distribu- 
tion will be subject to tax, he has the benefit of receiving excess 
cash at capital gain rather than ordinary income tax rates.®° 

(b) Large Appreciation: Small Earned Surplus. Where the realty 
(e.g., farm and buildings) has appreciated in value in comparison 
to a relatively small earned surplus, the corporation would be wise 
to select the “one-month liquidation” plan under section 333 of the 





® This discussion does not consider the possible problems which might result 
if the liquidation is susceptible to § 341 of the Code which deals with collapsible 
corporations. 

* Int. Rev. Cope oF 1954, § 337 (a). 

The “property” which the corporation distributes during this twelve month 
period. has a limited definition in the Code, and it does not include the sale of 
appreciated inventory stock which is attributable to the trade or business of the 
corporation. Consequently, if the inventory stock were sold off in the regular 
course of the business during the twelve month liquidation period, the benefits 
of this section would not apply. Jd. § 337(b). See also Cary, Some Changes in 
the 1954 Revenue Act Affecting the Organization, Operation and Liquidation 
of Corporations, 36 Cut. Bar Rec. 213, 218 (1954). However, the exclusion of 
inventory property to which § 337 applies is waived if “substantially all the 
property which is attributable to a trade or business of a corporation is . . 
sold or exchanged to one person in one transaction.” (Emphasis supplied.) 
Ibid. As to what is meant by “substantially all” of the inventory and the statu- 
tory construction problem as to which time during the twelve month period to 
apply the test, see MERTENS, FEDERAL INCOME TAXATION, CopE COMMENTARY 
§ 337 (b):2 (1956). 

See Int. Rev. Cope of 1954, § 331. 
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Code.* If possible, the earned surplus should be eliminated 
through the payment of salaries and other expenses since any distri- 
bution of this surplus will be treated as ordinary income to a share- 
holder.*? Then, exchange the corporate assets in complete cancel- 
lation or redemption of all the outstanding stock within one 
month.** The principal advantage of this form of liquidation is 
that the shareholder receives a tax-free exchange of corporate prop- 
erty (other than cash or monetary equivalents) regardless of its 
appreciated value.** Thus, the distributee has at least deferred his 
tax expense until he sells the property; if he plans to continue the 
farm until death, he will have succeeded in removing part of the 
liquidation tax. 


b. Wisconsin Law 


The procedural similarity between the federal and Wisconsin 
law for liquidating a corporation is not so surprising when one 
realizes that the state provisions were lifted almost verbatim from 
the Code.*® Apparently (although the state’s precise language varies 
from the Code’s) liquidation under state law should not encounter 
any new significant problems or considerations which were not 
examined in the discussion under federal law. 


6. THe Cost Basis PROBLEM 


The death of a farm owner has different income tax effects on 
the property depending on whether or not the farm is incorporated. 





“See Calkins, et al., supra note 21, at 111; Boughner, Tax Consequences of 

Corporate Organization and Distributions, 2 J. TAXATION 283 (1955). 

“Int. Rev. Cope of 1954, § 333 (e). See also Boughner, supra note 61, at 284. 
* Literally interpreted the Code seems to require all of the tangible and 
intangible ey be entirely transferred to the shareholder within one month, 
but the Regulations permit the corporation to retain cash for the payment of 
undisclosed expenses or contingent liabilities. MERTENS, FEDERAL INCOME TAXA- 

TION, CopE COMMENTARY § 333 (a):1 (1 R 

“Int. Rev. Cope of 1954, § 333 (f). Cf. articles cited note 61 supra. 
* All citations are to the Wisconsin statutes (1957). 

1) Generally no gain or loss shall be recognized to a ration on the property 
distribution involved in a partial or complete liquidation, § 71.336. 

2) The corresponding provision to § 331 providing that amounts received in 
exchange for the stock shall be treated as full payment is § 71.331. 

3) The corresponding provision to § 334 providing that the basis for deter- 
mining gain or loss upon property received from a corporation at liquidation 
shall be the fair market value of 4 ner in the hands of the distributee 
at the time of distribution is § 71.334. 

Of course, since gains or losses from capital transaction are not given special 

treatment in Wisconsin, they will either increase or decrease accordingly the 

net taxable income of the shareholder. 

4) The partial liquidation of § 346 of the Code is adopted by § 71.346. 

5) Complete liquidation: 

a) the “one-month” plan of § 333 of the Code is oe by § 71.333. 
b) the “twelve-month” plan of § 337 of the Code is adopted by § 71.337. 
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This is because the cost basis of property is different when indi- 
vidually owned rather than being owned by a corporation. The 
cost basis of property is an important consideration in determining 
taxable income in two areas: (1) Sale of property—since the pro- 
ceeds from the sale of property are reduced by its cost basis, the 
resulting taxable profit is reduced accordingly; (2) depreciation of 
property—the cost basis of property determines the amount of 
depreciation which the taxpayer may deduct from his taxable in- 
come. Since the same consequences result under both the federal 
and state provisions in this area, the following discussion applies 
to both. 

Normally, the basis of property acquired by a farmer during his 
lifetime is its cost.*° Then, upon his death, the basis of property 
acquired from his estate is reassessed at the fair market value on 
the date of his death.** If a farm is incorporated, however, the 
farmer's death has no effect on the cost basis of the property owned 
by the corporation. Obviously, this different treatment of the cost 
basis of his property has important tax results. 


a. Sale of the Property 


The cost basis of property is subtracted from the sale price in 
determining what is profit subject to income tax. To illustrate, 
suppose that an individual farmer engages in raising livestock and 





“Int. Rev. Cope of 1954, § 1012. 

“Int. Rev. Cope of 1954, § 1014(a). The regulations provide that the fair 
market value of the property will be presumed to be the value as appraised for 
federal estate tax pu . Treas. Reg. § 1-1014-3 (1957). Such a presumption, 
however, is a rebuttable one, and the courts have permitted the taxpayer to 
prove that the value of real property at death was greater than the value 
reported in the federal estate tax return, admitting the value so proven to be 
the basis for gain from the resale of the property. Stella H. McConnell, 29 B.T.A. 
32 Laing but gon the estate tax valuation prevails; see, ¢.g., Isabelle B. 
Krome, 9 CC ‘Ax Cr. Mem. 178 (1950). For a summary of cases on this topic 
see 4 CCH 1960 Sranp. Fep. Tax Rep. {ff 4524.098-.099. 

Under certain conditions, the Code permits the executor to elect an alterna- 
tive oralvesion date of the oes assets within one year after decedent's death. 
Especially is this significant when the farmer leaves pro which appreciates 
rapidly (e.g., livestock, maturing crops) and the baal ae to take advan- 
tage of the one year alternative evaluation date, since a sale at the then com- 

ted 1? gen value would result in tax free income. See Int. Rev. Cope of 

954, § 20 

Cmairer, the election is not effective for any purposes unless the value of 
the gross estate at the time of the decedent's death exceeds $60,000, so that an 
estate tax return is soqeied to be filed under section 6018.” Treas. Reg. 
20.2082-1 (b) (1) (1958). For example see 4 CCH 1960 Sranp. Fep. Tax Rep. 
{ 4542.075. As applicable to farmers see Rev. Rul. 436, 1958-2 Cum. Bui. 366. 

Wisconsin also provides that the cost basis, in computing profit or loss on the 
sale of property acquired by inheritance, shall be the “appraised value of such 
Pp in the administration of the estate of the deceased owner as of the 
date of his death.” Wis. Stat. § 71.03 (1) (g) (1957). 
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crops. Assuming the farmer is keeping his books on a cash basis 
and periodically deducting expenses in raising such livestock and 
crops, these assets will be recorded on the books with a cost basis 
of zero. Consequently, a subsequent sale of these assets, at a fair 
market value of $12,000 will result in a tax upon the full $12,000 
since there is no cost basis to reduce the taxable amount. Con- 
versely, if this property were to pass through a decedent's estate, 
assuming that the estate tax valuator accepts $12,000 as the fair 
market value, a subsequent sale of the assets for $12,000 would 
result in no taxable income. On the other hand if the same farmer 
incorporated, his death, or that of some other owner of the shares 
of stock, would have no such effect upon the cost basis of corpora- 
tion property. A sale by the corporation of livestock and crops 
owned by the corporation and worth $12,000 will result in a taxable 
income of $12,000 before or after that death. At no time does death 
create a new cost basis for assets owned by a corporation. Obviously, 
an unincorporated family farm enjoys a substantial tax saving over 
an incorporated family farm in the sale of such assets. 


b. Depreciation of the Property 


Similarly, the new cost basis which is acquired upon the death 
of the owner tends to reduce taxable income by increasing the 
allowable depreciation.** Any of a farmer’s depreciable assets which 
have had their cost basis reduced to zero because of depreciation 
are not available for further depreciation; thus, they have lost their 
value to the farmer as a means of reducing taxable income. How- 
ever, if the owner dies a new cost basis is established and deprecia- 
tion is allowed on that basis. Property owned by a corporation does 
not enjoy this possibility of a renewed cost basis. 


c. Shares of Stock 


It is true that shares of stock are also susceptible to an adjusted 
valuation at a decedent’s death,*® and such an appraisal may prop- 
erly reflect the corporate assets, surplus, and dividend paying his- 
tory.7° Accordingly, if a legatee sells the stock, a tax is determined 
on the difference between the selling price and the estate tax evalua- 
tion. However, this reappraisal does not affect the internal struc- 
ture of the corporation so that its assets undergo = concordant 








“Int. Rev. Cove of 1954, § 167. 

“Int. Rev. Cope of 1954, § 1014(a) provides that all property is valued at 
the date of decedent’s death, and does not differentiate between real and per- 
sonal property. See also Williams v. Commissioner, 44 F.2d 467 (8th Cir. 1930). 
* Estate of James J. Doty, 7 CCH Tax Cr. Mem. 789 (1948). 
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reassessment."* Therefore, the cost basis of the corporate assets 
after the farmer’s death will be unaffected. 


7. CONCLUSION 


This is a very summary treatment considering the scope and com- 
plexity of the topic. The purpose is to highlight and explain the 
most common and important federal and Wisconsin income tax 
considerations. 

For the corporation which does not elect under Subchapter S that 
no federal corporation income tax apply, an appraisal of the impor- 
tance of the income tax considerations in deciding whether or not 
to incorporate leads to these conclusions: 

(1) Double taxation: This problem will not foreclose the possi- 
bility of incorporating because a small, closely held corpora- 
tion can substantially avoid it by careful planning. 

(2) Capital gains: If the business realizes long-term capital gains, 
it is seriously disadvantageous to be bound to the corporate 
rate for capital gains. 

(3) Liquidation: Probably this consideration will not be deter- 
minative although the possibility of income tax assessments 
upon dissolution of a corporation suggests use of a partner- 
ship in case of uncertain duration. 

(4) Cost basis: The facts of a particular case will best test the 
importance of a periodically re-established cost basis upon 
the death of the owner of business assets. The only generali- 
zation possible is that this result of corporate ownership 
surely will be disadvantageous over an extended period of 
time as to depreciable assets. 


FRANK L. MALLARE 





"Note, Incorporating the Farm Business Part II: Tax Considerations, 43 
Minn. L. Rev. 782, 800 n.117 (1958). 
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B. TAXING CORPORATION INCOME 
TO THE SHAREHOLDERS 


In 1958 Congress enacted subchapter S of the Internal Revenue 
Code’ for the express purpose of making it possible to select the 
corporate form of business organization without reference to tax 
consequences. This subchapter has been characterized as allowing 
a corporation to be taxed as a partnership. The basic concept is 
that the corporation’s current taxable income is taxed on a per 
share basis in the gross income of its shareholders. The corpora- 
tion, itself, pays no corporate tax under S provisions, and therefore 
a corporation and its shareholders can avoid double taxation prob- 
lems, and still retain such corporate advantages as limited liability, 
and profit-sharing and pension plans, which are not available to 
partnerships. 

This subchapter has been both praised and condemned by tax 
experts and legislators. The purpose of this paper is to examine 
subchapter S with particular emphasis on its relation to the Wis- 
consin farmer. 


1. Statutory Requirements for Election 
a. Eligibility to Elect Under S 


There are several prerequisites to eligibility under subchapter S. 
General requirements are that the corporation must be a domestic 
corporation? which is created or organized under the laws of the 
United States or of any state or territory and is not a member of 
an affiliated group.’ Also, an S corporation may not have a non- 
resident alien as a shareholder.‘ 

Some other special eligibility requirements warrant more dis- 
cussion here because of their importance to farm corporations: 

(1) An electing corporation must not have more than ten share- 
holders.5 If a corporation has more than the prescribed number, 
it cannot elect; and if it acquires more than ten after an election, 
it is forced to terminate the election. 

If stock is owned by joint tenants, tenants in common, or tenants 
by the entirety, each co-owner is considered as a separate share- 
holder.* Where stock is owned by two or more minors but held in 





1InT. Rev. Cope or 1954, §§ 1371-1377. 
* Treas. Reg. § 1.1371-1(b) (1959). 

*InT. Rev. Cope or 1954, § 1371. 
‘Int. Rev. Cope or 1954, § 1371 (a) (3). 
*Int. Rev. Cope or 1954, § 1371 (a) (1). 


* Treas. Reg. § 1.1371-1(d) (1959). 
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the name of a guardian or custodian, each minor is considered to 
be a separate shareholder.’ However, stock owned by a husband 
and wife as community property, as joint tenants, or as tenants in 
common will be treated as owned by one shareholder.* The general 
attitude of this interpretation is that in any form of joint or repre- 
sentative ownership, except that of husband and wife, the number 
of shareholders will be determined by the number of persons having 
a beneficial interest in the shares of the corporation. 

(2) Shareholders must be persons who are individuals (except 
for an estate) within the meaning of the Code.® For this purpose, 
corporate shareholders as well as partnerships, associations and 
trusts are not individuals.*° Any corporation with stock held by a 
partnership or association renders the corporation ineligible for 
election. If an electing corporation’s stock later becomes so owned, 
termination results. 

Ownership of stock by any type of trust, no matter how much 
control the settlor retains, disqualifies the corporation. Even 
though the settlor is treated as the owner of all or any part of the 
trust, the corporation in which such trust is a shareholder does not 
meet the qualification of a small business corporation. The reason 
for this ban on trusts is to prevent a personal holding company 
from electing under S, and also to prevent circumvention of the 
ten shareholder rule for eligibility. 

Shares held for minors by a guardian or custodian do not dis- 
qualify the corporation on the ground that the shares are not 
owned by an individual.1? Thus, the methods available for holding 
stock for minors under S are a guardianship, a custodianship, or 
in the child's own name. 

(3) There must be only one class of stock issued and outstanding. 
A corporation with common and preferred stock cannot qualify to 
come under S, and one which has qualified will lose its eligibility 
if a second class of stock is issued.** It is considered that two classes 
of outstanding stock exist when there are differences in voting 
rights, dividend rights, or liquidation preferences.* 

For example, stocks are of more than one class when one is voting 





" Ibid. 

* Int. Rev. Cope oF 1954, § 1371 (c). 

* Int. Rev. Cope oF 1954, § 1371 (a) (2). 

* Treas. Reg. § 1.1371 (e) (1959). 

™ Ibid. 

Technical Information Release No. 113 (November 26, 1958); P-H 1959 
Fep. Tax Serv. 1103. 

4 Int. Rev. Cope oF 1954, § 1371 (a) (4). 

™“ Treas. Reg. § 1.1371-1(g) (1959). 
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and the other nonvoting even though they both have equal dividend 
rights and liquidation preferences. However, if two or more groups 
of stock are identical as to these privileges, but elect different seg- 
ments of the board of directors, they are treated as one class of 
stock for the purposes of eligibility. 

(4) Also disqualified are corporations with income from sources 
outside the United States which amounts to more than 80 percent 
of the corporate gross receipts, and corporations which derive more 
than 20 percent of their gross receipts from rents, “personal hold- 
ing” income, royalties, dividends, interest, annuities or sales of 
stock.° Therefore, a farm corporation which derived more than 
20 percent of its gross receipts from rentals of farm land or ma- 
chinery would be ineligible. 

There are no limitations or restrictions based on the size of the 
corporation, the amount of its assets, or the type of business in 
which it is engaged (except for the limitation on foreign and “per- 
sonal holdings” income). 


b. Formalities of Election 


The election itself is exercised by the corporation, but it is effec- 
tive only if it receives the consent of all shareholders.** In deter- 
mining who must give consent, it is necessary to return to Code 
section 1371 and the determination of what is a shareholder under 
subchapter S. Where a guardian or custodian holds stock for a 
minor, either the minor or his guardian or custodian may give con- 
sent.1® Where there are co-owners, they both must give consent as 
they are considered as being separate shareholders.1* The Regula- 
tions also require the consent of both husband and wife when they 
own stock jointly.” 

Consent of a person who later becomes a shareholder must be 
filed within a period of 30 days beginning with the day on which 
such person becomes a shareholder.?* If a present shareholder is 
issued additional stock he need not file another consent. A dece- 
dent’s estate must be regarded as a shareholder for the purpose of 
consenting to the corporation’s election. The Regulations provide 
that the 30 day period in the case of an estate runs from the date 





* Technical Information Release No. 113, supra note 12. 
“Int. Rev. Cope oF 1954, §§ 1372 (e) (4), (5). 

“Int. Rev. Cope oF 1954, i 1372 (a). 

* Treas. Reg. § 1.1372-3(a) (1959). 

* Treas. Reg. ; 1.1871-1 (d) (1959). 

* Ibid. 

™ Treas. Reg. § 1.1372-3(b) (1959). 
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the executor or administrator qualifies to perform his duties under 
local law.”* 

The corporation files Internal Revenue Form 2553 to indicate 
the consent of each shareholder.** This form, along with a signed 
statement of shareholders’ consents, names, addresses, number of 
shares and dates of acquisition for each shareholder, is filed with 
the district director with whom a return would be filed. 

The election by a corporation must be within the following time 
limits: (1) at any time within the first month of the taxable year, 
or (2) at any time during the month immediately preceding the 
first month of the year for which the election applies.® 

Thus, a corporation with a fiscal year beginning on January 1 
could file consents between December | and January 31. In the 
case of a new corporation whose taxable year begins after the first 
day of a particular month, the period beginning on such first day 
of the taxable year and ending on the corresponding day of the 
succeeding month is the period in which the election must occur.” 

By timing an election and selecting the fiscal year, a new corpo- 
ration may be able to defer income and postpone payment of taxes. 
This can be accomplished by selecting a taxable year for the corpo- 
ration different from that of the individual shareholders. For 
example, a farm partnership earns most of its income from May 
through September. A partnership with a fiscal year of January 1 
—December 31, elects to incorporate on May 1, 1960 and come 
under subchapter S using May 1—April 30 as its fiscal year. From 
May through September the farm earns $5,000 of taxable income. 
This is not reported until the shareholders file for 1961 (their tax- 
able year in which the corporation’s first taxable year ended) in 
April of 1962. If they had not incorporated and made the election 
to come under S, the 1960 income would be taxable in April of 
1961. Thus, the result of incorporation and election is deferment 
of the taxes which the shareholders must pay on the corporate 
income for 1960. 

An election is potentially of infinite duration. It need not be 
renewed periodically and is effective for the present taxable year 
of the corporation as well as all succeeding taxable years unless it 
is terminated. 





= Ibid. 

* Technical Information Release No. 98 (November 26, 1958); P-H 1959 Fen. 
Tax Serv. J 1102. 

™* Treas. Reg. § 1.1372-2(a) (1959). 

* Int. Rev. Cope or 1954, § 1372 (c) (1). 

* Treas. Reg. § 1.1372-2(b) (1959). 
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2. Effects of Election 


When a small business corporation makes an election, it is not 
subject to the corporation income tax for any taxable year in which 
the election is effective. The corporation retains its corporate 
identity, but is not regarded as being a taxable entity.2* 

The general consequences to the shareholders for their taxable 
years in which the election is in effect are: 

(1) Undistributed taxable income of the corporation is taxed to 
the shareholder as a constructive dividend on a per share basis,?* 
determined as of the last day of the taxable year. The shareholders 
on the last day of the taxable year are taxed on their full allocable 
share of the entire year’s undistributed earnings, even though they 
may have become shareholders shortly before the end of the taxable 
year.” Later distributions out of prior years’ undistributed taxable 
income of the corporation are not taxed to the shareholders.*° 

(2) Net long-term capital gains of the corporation are passed 
through to the shareholders.** 

(3) The net operating loss of the corporation is deducted by each 
shareholder pro rata.** 

(4) Certain adjustments in the basis of the shareholders’ stock 
must be made.** 

Otherwise, the income tax provisions of the Code apply to a 
corporation and its shareholders to the extent that such provisions 
are not inconsistent with subchapter S. Capital gains, taxable in- 
come, distributions of property, distributions of stock, and profits 
and losses are all determined in the same manner for subchapter S 
corporations as for nonelecting corporations. 


a. Undistributed Taxable Income 


“Undistributed taxable income” has a statutory definition which 
is used in calculating the gross income of the shareholders.** The 
undistributed taxable income is computed by taking the taxable 
income of the corporation and deducting distributions of money, 
but not of other property. These distributions must be out of 
current earnings and profits. Net operating losses are not included 





* Treas. Reg. § 1.1372-1 (b) (1959). 

* Int. Rev. Cope or 1954, § 1372 (b) (2) 
* Int. Rev. Cope or 1954, i 1373 (b). 

» Ibid. 

"Int. Rev. Cope or 1954, § 1375 (a) (1). 
* Int. Rev. Cope oF 1954, § 1374. 
* Int. Rev. Cope or 1954, § 1376. 
“Int. Rev. Cope oF 1954, § 1373 (c). 
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in arriving at the undistributed taxable income figure.* 

The shareholder includes the amount he would have received 
had this undistributed taxable income been distributed pro rata 
to him on the last day of the calendar year.** This allows year end 
transfers of shares so as to arrange who will pay taxes on these 
constructive dividends. But the Regulations provide that such 
transfers will not be respected unless they are “bona fide.”%? 

A farm corporation president could transfer stocks to his chil- 
dren just before the end of a fiscal year. This would distribute the 
tax burden among the family and keep the president out of the 
higher tax brackets. For example, a farm corporation has four 
shareholders; father—40 percent, mother—30 percent, son 1—20 
percent, son 2—10 percent. The undistributed taxable income is 
found to be $10,000. On this holding, the father would be taxed 
on $4,000, mother on $3,000, son 1 on $2,000 and son 2 on $1,000. 
Any transfer of stock made before the last day of the corporation‘s 
fiscal year would raise or lower the amount of the undistributed 
taxable income attributable to each shareholder accordingly, so 
long as the transfer was “bona fide.” 

If no distributions are made by a corporation, the undistributed 
income is taxable to the shareholders to the extent of the corpora- 
tion’s current earnings and profits.** If a distribution of money is 
made, the distribution reduces both current earnings and profits 
and the amount of the undistributed taxable income.*® . But, where 
the distribution is of property other than money it does not reduce 
the undistributed taxable income. Actual distributions are taxable 
in the year of receipt by the shareholders and are taken into their 
gross income.“ Electing corporations, therefore, should not dis- 
tribute dividends in any form other than cash, as a property distri- 
bution will not reduce the undistributed taxable income of the 
shareholders. Otherwise, there is the danger of double taxation, 
first to the corporation and then to the individual. 

For example, if an electing corporation with a taxable income 
of $10,000 makes a property distribution valued at $5,000, the share- 
holders are subject to taxation on a total of $15,000. However, if 





* Int. Rev. Cope or 1954, § 1373 (d). 
*IntT. Rev. Cope or 1954, § 1373 (b). 
* Treas. Reg. § 1.1373-1 (a) (2) (1959). 
* Int. Rev. Cope or 1954, § 1373 (c). 
* Ibid.; Treas. Reg. § 1.1873-1 (d) (1959). 
P a Rep. No. 1983, 85th Cong., 2nd Sess. 219 (1958); Int. Rev. Cope or 1954, 
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the corporation pays a cash dividend of $5,000 instead, the share- 
holders would only be taxed on a total of $10,000. 


b. Salary Reallocation 


The Commissioner has authority to prevent tax avoidance among 
family shareholders by reallocation of a portion of corporate in- 
come.‘t The reallocation is made only when necessary to reflect 
the value of services rendered to the corporation by such share- 
holders.*? Consideration in determining a reallocation is given to 
all circumstances of the business, including managerial responsi- 
bilities of its shareholders and the amount that ordinarily would 
be paid to obtain comparable services from a person not having an 
interest in the corporation.** This right to allocate exists only 
where a salary discrepancy is discovered. 

For example, all the stock in a subchapter S corporation is held 
by one farm family. The father holds 60 percent, the wife 20 per- 
cent and the son 20 percent. The father is the only one who ren- 
ders services to the corporation and the Commissioner determines 
such services are worth $5,000 instead of the $3,000 the corporation 
pays him. With an undistributed taxable income of $10,000 the 
father would have reported $6,000 in addition to his $3,000 salary, 
the wife $2,000 and the son $2,000. But on the Commissioner’s 
reallocation, $2,000 additional salary would be reallocated to the 
father. This would mean that he would be taxed on $9,800 ($8,000 
x 60% plus $5,000) and the wife and son would each be taxed on 
20 percent of the $8,000 undistributed taxable income, or $1,600. 

However, there is nothing to prevent a shareholder from making 
a gift of his stock in order to keep down his reportable share of 
undistributed taxable income. Thus, no readjustment can be based 
on the method of stock distribution; it can only be based on un- 
realistic salary payments. 


c. Treatment of Capital Gains 


A shareholder may treat a part of his gross income includible as 
constructive dividends, as long-term capital gains. He may do this 
to the extent of his pro rata share of the corporation’s excess of net 
long-term capital gain over net short-term loss for the taxable year.** 
However, the corporation’s excess of long-term capital gain is 





“Int. Rev. Cope or 1954, § 1375 (c); Treas. Reg. § 1.1375-3 (a) a 
a Amendments B of 1958, 72 Stat. ths0 (1958), 26 USCA, $§ 
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restricted to the amount of the corporation’s taxable income for 
the year.** A shareholder’s pro rata share of the excess of long-term 
gain over short-term loss is measured by a comparison of the frac- 
tion of the excess which the amount of the total dividends taxed to 
all shareholders bears to the amount of each shareholder’s divi- 
dends.** 

For example, assume a subchapter S farm corporation has four 
equal shareholders. It has a net long-term capital gain in excess of 
net short-term capital loss of $4,000. In that year it has taxable 
income and current earnings and profits in excess of $4,000, but 
makes no distributions. Therefore, of the undistributed taxable 
income includible in the gross income of each of the four share- 
holders as dividends received, $1,000 is treated as long-term capital 
gains. 

The amount of a shareholder's dividend to be treated as a capital 
gain is based upon the taxable year of the corporation, not the 
taxable year of the shareholder.*’ Thus, if corporation and share- 
holder have different taxable years, the computation of the amount 
of constructive dividends treated as capital gains to the shareholder 
must await the close of the corporation’s year. The amount includ- 
ible in the gross income of the shareholder as a constructive divi- 
dend from an electing corporation during any taxable year of the 
corporation is not considered a dividend for purposes of the Code.** 
This applies only insofar as such constructive dividends are out of 
current earnings and profits; thus, these dividends which are allo- 
cable to earnings and profits accumulated prior to qualifying under 
subchapter S are treated as ordinary dividends. 


d. Net Operating Loss Allowed to Shareholders 


A net operating loss of a subchapter S corporation is passed 
through to shareholders of the corporation and is allowed as a 
deduction from the gross income of the shareholders.*® However, 
the corporation itself cannot deduct this net operating loss.°° The 
corporate net operating loss is computed the same as in nonelecting 





“Int. Rev. Cove or 1954, §§ 37, 116. 

“ Treas. Reg. § 1.1375-1 (1959). 

“ Treas. Reg. § 1.1373-1 (e) (3) (1959). 

“Int. Rev. Cope or 1954, § 1375 (b); that is, it does not qualify for the divi- 
dend received credit under 34, as dividend income for pu of the retire- 
ment income credit under § 37, nor for the partial exclusion of dividends allowed 
under § 116. 

“Int. Rev. Cope or 1954, § 1374 (a). 

™ Treas. Reg. § 1.1374-1 (a) (1959). 
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corporations®' except that certain special deductions are not al- 
lowed, such as tax exempt interest and dividends received." 

A shareholder’s portion of the net operating loss is computed on 
a pro rata basis by determining the “daily net operating loss” of the 
corporation and dividing that figure among the shareholders as of 
each day of the taxable year.** This method prorates the corporate 
loss according to the number of shares held on each day of the 
taxable year. This is in contrast to the allocation of the corpora- 
tion’s undistributed taxable. income which is made as of the end of 
the corporation’s taxable year.* 

For example, an electing corporation has a net operating loss of 
$5,000 for its taxable year ending December 31, 1960. The corpora- 
tion at all times during 1960 had five shareholders who each owned 
one-fifth of the stock on each day of the corporation’s taxable year. 
As a result, each of the five shareholders has a $1,000 deduction for 
his taxable year. However, if one of the shareholders had sold his 
interest on July 1, 1960, his portion of the corporation’s net operat- 
ing loss would be $500 and the portion assigned to the purchaser of 
the stock, if he held it until the end of the year, would be $500. If the 
new owner of the stock sold it to another person three-quarters of 
the way through the year, his share of the loss would be $250 and 
the new owner would also deduct $250 if he held the stock until the 
end of the year. 

The loss apportioned to each shareholder is limited to the amount 
of his adjusted basis in the corporation, called the shareholder’s 
investment in the corporation.*® The corporation’s loss passed 
through in this manner is treated the same as a loss suffered in a 
trade or business carried on by the shareholder." 

While shareholders can carry the corporation's operating loss 
back and forward, the corporation, itself, cannot do this as can a 
nonelecting corporation.*’ When a corporation makes an election, 
its operating losses cannot be carried back to recover corporate taxes 
in pre-election years.®* Similarly, its pre-election losses cannot be 
carried forward to election years. 

For example, assume a three shareholder corporation with a tax- 
able income of $6,000 in 1960 and a $5,000 net operating loss carry- 





"Int. Rev. Cope or 1954, § 172 (c), sets forth the manner of computation. 
"= Int. Rev. Cope or 1954, § 1374 (c) (1). 
™ Ibid.; Treas. Reg. i 1.1374-1 (b) © (1959). 
“ Treas. Reg. § 1.1374-1(b) (1) (195! 
® Int. Rev. Cope oF 1954, § 137 (c) (2). 
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over for 1959. If there were no election, the corporation would 
have $1,000 taxable income. If there were an election for 1960, but 
not for 1959, each of the three shareholders would be taxed on 
$2,000 of the undistributed taxable income for 1960. Thus, the 
$5,000 loss would be lost entirely to an S corporation. 


e. Shareholder’s Basis 


The basis of a shareholder’s stock in an electing corporation is 
increased by the amount of the undistributed taxable income of 
the corporation which is included in the shareholder’s gross in- 
come.*® If the accumulated income is subsequently distributed, the 
basis is then reduced. The increase in basis affects only stock owned 
by the shareholder at the end of the corporation’s taxable year and 
is apportioned in equal amounts to each share.®® It is limited to 
the amount which was actually included by the shareholder in his 
return increased or decreased by any adjustment of such amount in 
any redemption of the shareholder’s tax liability. So, if a share- 
holder buys stock on December 30 and $200 of the gross income is 
apportioned to his share, it is all included in his new cost basis. 
This is in contrast to a loss, which is based on the time the stock 
is held. 


An adjustment is also made for the portion of a corporation’s net 
operating loss attributable to a shareholder, but the cost basis can- 
not be reduced below zero.*! Assume that a shareholder’s pro rata 
share of an S corporation’s net operating loss for the taxable year 
is $200. This amount is attributable to the three shares held by 
the shareholder during the taxable year. If the shareholder held 
one of the shares for the entire year and the other two for half the 
year, the pro rata share attributable to each would be: $100 to the 
share owned for the entire year and $50 to each share owned for 
one-half the year. If the shares had prior bases of $200 each, then 
their adjusted bases would be $100, $150 and $150 respectively. 


f. Special Rules Applicable to Accumulations 


To avoid double taxation of an electing corporation which does 
not distribute all of its income currently, the Code provides that 
the accumulated earnings and profits of an electing corporation 
are reduced to the extent that its undistributed taxable income for 
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that year is included in the gross income of the shareholders.*? The 
current year’s earnings and profits are not reduced by any amount 
which is not allowed as a deduction in computing its taxable in- 
come.** Accumulated earnings and profits of the corporation are 
not affected by any item of gross income or deduction used in com- 
puting the corporate net operating loss.** This is to prevent a 
double benefit to the shareholder since the amount of the net 
operating loss is allowed to the shareholder as a deduction. 


3. Termination 


An election may be terminated in five possible ways: (1) acquiring 
new nonconsenting stockholders; (2) voluntary revocation; (3) ceas- 
ing to be a small business corporation as defined by subchapter S; 
(4) and (5) gross receipts which are found to be either 80 percent 
foreign income or 20 percent personal holding company income.* 
Because of the serious consequences of a termination, some of these 
disqualifications will be discussed in more detail. 

When a shareholder does not consent to the election within the 
period of time fixed by the Regulations, the election is terminated.** 
A new shareholder must consent within 30 days beginning on the 
first day on which he became a new shareholder.** A transfer may 
be made to a new shareholder for the deliberate purpose of termi- 
nating the election. Therefore, an agreement restricting the sale 
of stock will often be desirable in a subchapter S corporation. 

The election may also be revoked by the unanimous consent of 
all persons who are shareholders on the day the revocation is 
made.*® This type of termination is made by filing a statement of 
consent signed by each shareholder.” However, this revocation 
cannot apply to the first taxable year for which the election was 
originally made effective." If this revocation is made before the 
end of the first month of a taxable year, it is effective for that year 
and for all succeeding years, but if made after the end of the first 
month it is not effective until the next taxable year." 





“Int. Rev. Cope or 1954, § 1377 (a); S. Rep. No. 1983, 85th Cong., 2nd Sess. 
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When a corporation ceases to be a small business corporation as 
defined by section 1371, a termination is effected.** This would 
include such events as acquiring an ineligible shareholder or issu- 
ance of more than one class of stock. Once a termination occurs it 
is effective for the taxable year in which the corporation ceased to 
be a small business corporation and for all succeeding years." 
However, a corporation can later requalify under special circum- 
stances. 

Because of the possibility of an involuntary termination, special 
provisions for transfers upon the death of shareholders should be 
made. Each shareholder should revise his will to provide his execu- 
tor with sufficient authority to consent to an election. It is also 
advisable to add a clause informing the executor of the consequence 
of delay in consenting to the election. Care must also be taken not 
to leave shares to so many beneficiaries that the corporation would 
have more than ten shareholders. Any provision for leaving the 
stock in trust must also be changed to a guardianship, custodian- 
ship or outright gift. 


a. Effect of Termination 


A termination means that the corporation loses all privileges of 
subchapter S and is immediately taxed as if it has always been a 
nonelecting corporation. This results in loss of the right to ear- 
mark undistributed income which already has been taxed to the 
shareholders. These profits, although they have already been taxed 
to the shareholders, may not be distributed taxfree; they are treated 
as any regular distribution by a nonelecting corporation. They are 
taxable to the shareholder to the extent of current or accumulated 
earnings and profits.”> Thus, there is a danger of double taxation 
upon a termination. These consequences indicate that it is gener- 
ally advisable for a corporation to actually distribute all of its tax- 
able income each year. 


b. Election After Termination 


When a termination occurs, the corporation and all successor 
corporations are barred from asking for another election until the 
fifth taxable year after the first year for which the election termina- 
tion is effective."* An earlier election may be made only with the 
consent of the Commissioner, but this will be given only under 
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special circumstances. Usually a change of ownership of more than 
50 percent of the corporate stock would warrant such re-election. 
Other circumstances which might result in special permission are 
that the original termination was not within the control of the 
corporation or a majority of the shareholders, or that the termina- 
tion was not part of a plan to revoke the election by the share- 
holders with a majority interest in the corporation.” 


4. Effects of Subchapter S on Tax Reporting 


Shareholders of an S corporation report in Schedule H of form 
1040 that portion of the corporation’s earnings and profits which 
is taxable to them as ordinary income. This share of the corpora- 
tion’s undistributed taxable income is not self-employment income 
and therefore does not have to be reflected in the computation of 
self-employment tax on Schedule C of form 1040.78 

The electing corporation must file returns on form 1120-S. Each 
return must include: 

(1) shareholders’ names and addresses, number of shares owned 

by each and changes in shareholdings during the year; 

(2) percentage of time devoted to the business by each share- 

holder; 

(3) salary and other payments to each shareholder for services 

rendered; 

(4) date and amount of each dividend distribution made during 

the year; 

(5) portion of each shareholder's undistributed taxable income; 

(6) pro rata share of the corporation’s excess of net long-term 

capital gain over short-term capital loss; and 

(7) dividends actually received by each shareholder and the 

constructive dividends from undistributed taxable income. 

This return must be filed on or before the 15th day of the third 
month following the close of the taxable year.”* A record of the 
net share of previously taxed income of each shareholder must also 
be maintained by the corporation. Each shareholder must also 
keep his own record of previously taxed income. 


5. Conclusion 


Except for the danger of an involuntary termination, subchapter 
S offers definite advantages to a qualifying business, whether it is 
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presently operating as a proprietorship, partnership or corporation. 
An election under this subchapter provides the advantages of a 
corporate entity, e.g., limited liability, ease in transferring interests, 
and continuity of the business; but eliminates the corporate double 
tax burden in favor of the more advantageous partnership tax 
procedure. In addition, shareholders may participate in profit- 
sharing, medical, and pension plans which are not available to 
partners or sole proprietors. 

An election under subchapter S$ will be particularly beneficial 
to those individuals whose income is taxed at an effective rate 
below the corporate rate,®° both where the earnings are distributed 
and where they are left in the business, because the corporate tax 
is eliminated. ‘ 

Where an electing corporation realizes losses for a period of 
years and there is no taxable income against which to offset these 
losses, the tax benefit is not lost if the shareholders have other 
income against which they can be offset. 

The major danger of an election under subchapter S is the possi- 
bility of an involuntary termination which would forfeit the right 
to tax free distribution of “earmarked” earnings which had pre- 
viously been taxed to the shareholders. This hazard can be avoided 
by carefully conforming to the requirements of the statute and by 
an explanation to the shareholders of the serious financial conse- 
quences of an involuntary termination. 

Any business contemplating an election will obviously want to 
make a thorough comparison of the tax possibilities under the sub- 
chapter with the taxation of a nonelecting corporation, partner- 
ship or proprietorship. If an election appears feasible taxwise, 
there seems to be no valid reason for not making the election. 


Jeremy C. SHEA 





“Int. Rev. Cope or 1954, § 11; (30% on the first $25,000; 52% on amounts 
in excess of $25,000). 
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C, PROTECTION OF MINORITY SHAREHOLDERS IN 
A CLOSELY HELD WISCONSIN CORPORATION 


One of the advantages of incorporation, as compared with other 
forms of business organization, is that it is relatively easy to transfer 
partial interests in a corporation. With a small business, particu- 
larly a family farm business, the owner often wishes to transfer the 
business to his children, usually his sons, while he gradually retires. 
Sometimes, either to induce the sons to stay on the farm, or simply 
to make their employment more lucrative, a father may wish peri- 
odically to transfer small portions of the business to his sons, while 
they are employed by the business. Or the owner may wish to give 
his children, or others, part of the business, either during his life 
or when he dies. Whatever the owner’s motive for transferring part 
of his business, the transfer usually is easier if the business is a 
corporation.* 

However, unless otherwise provided, a corporation is controlled 
by the shareholders who own a majority of the shares, and the 
owner’s purpose for transferring part of the business may be 
thwarted by the majority. Therefore, to insure that his wishes will 
be carried out, and to insure that the interest of each transferee 
will be protected, the original owner should investigate methods 
of protecting minority interests in a corporation. This paper is a 
discussion of the various techniques which majority shareholders 
might use to abuse the minority and of the methods which might 
be used to protect the minority. Although a family farm is often 
used as an example, the problems and solutions which are dis- 
cussed are equally applicable to other closely held corporations. 


1. Reasons for Protection 


The shareholders employed in a close corporation commonly 
look upon it as their own business. Consequently, they want to have 
a voice in managing the corporation by being made officers and 
directors. They also want assurance that they will retain their em- 
ployment with the corporation at a reasonable salary. However, 
unless a shareholder owns a majority of the shares, he usually can- 
not protect his interest unless he makes special provisions. The 
majority shareholders, through their control of the board of direc- 
tors, can fire him, or reduce his salary, or ignore his advice on how 
to operate the firm.” 


1 The material for this peregrape was taken from Eckhardt, Should the Farmer 
Incorporate?, 1 Prac. Law. 61 (1955). 

See Fleischer v. Pelton Steel Co., 183 Wis. 451, 198 N.W. 444 (1924); Securi 
Sav. & Trust Co. v. Coos Bay Lumber & Coal Co., 219 Wis. 647, 263 N.W. 18 


(1936). 
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Shareholders generally like to receive their portion of the cor- 
poration’s profits as yearly dividends. However, the majority share- 
holders, through the board of directors, control the declaration of 
dividends, and unless there is protection, they may prevent minority 
shareholders from receiving their portion of the corporate profits. 
For example, the majority shareholders may consume the profits 
by giving unreasonably large salaries to themselves as officers and 
employees of the firm, or they may refuse to declare dividends, 
ostensibly to provide for future corporate expansion, but actually 
to avoid higher personal income tax for themselves. Minority share- 
holders ordinarily cannot force the declaration of dividends under 
these circumstances and, therefore, they should take steps to pre- 
vent such situations. 

Unlike dissident shareholders in a publicly owned corporation, 
minority shareholders in a close corporation usually cannot solve 
their disagreement with the corporate management by selling their 
shares. First, a shareholder will not want to sell his interest in the 
corporation if he earns his living by working for the corporation. 
Second, it often is difficult to find a buyer for an interest in a close 
corporation especially if there is evidence of disagreement among 
the shareholders. To complicate the matter, close corporations 
often restrict the transfer of shares in order to prevent outside par- 
ties from buying into the corporation. Although these restrictions 
cannot completely restrain a shareholder from selling his shares to 
outsiders,* they can delay such a sale and may discourage a prospec- 
tive buyer. Thus, the most eligible purchaser of a minority share- 
holder’s shares often is the majority shareholder. However, even if 
the majority shareholders would purchase the shares and thus 
forego the advantage of using the minority’s capital investment to 
increase their own earnings, the minority shareholders usually do 
not have enough bargaining power to obtain a fair price for their 


shares. 


2. Controls Over Board of Directors 


By statute, a board of directors manages a corporation. There- 





* The courts will not force the declaration of dividends unless the minority 
shareholder proves the majority shareholders are guilty of fraud, bad faith or 
wilful abuse of discretion. This is generally difficult to prove. Gesell v. Toma- 
hawk Land Co., 184 Wis. 537, 200 N.W. 550 (1924). 


*In Application of Laun, 146 Wis. 252, 131 N.W. 336 (1911). See also the 
discussion on stock transfer restrictions infra at 620. 
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fore, if a minority shareholder is to have a voice in directing the 
corporation, and if his interest is to be protected from detrimental 
action by the majority, he needs to be able to exert some control 
over the board of directors. He can control the board either by 
obtaining a veto power over the board’s actions or by securing 
restrictions and limitations on the board’s power to act.5 


a. Veto Power Over Board of Directors 


In order to veto the directors’ actions, a shareholder must be 
represented on the board and his vote as a director must be neces- 
sary in order for the board to enact resolutions. 

The Wisconsin statutes simply require the shareholders to elect 
directors at the annual meeting.* A majority of the votes cast is 
needed to elect a director.’ Because the statutes don’t provide for 
cumulative voting,’ the minority shareholders ordinarily will only 
be able to secure representation on the board of directors by making 
specific arrangements. There are various means of achieving repre- 
sentation on the board, and the methods selected will depend on 
the particular circumstances involved. 


b. Shareholders’ Agreements 


An agreement by all the shareholders to elect certain parties as 
directors would probably be valid in Wisconsin. These agreements 
have been upheld in other states,® and various other kinds of share- 
holders’ agreements have been enforced in Wisconsin. Although 
it may not be necessary, it is preferable that all the shareholders 
assent to the agreement. This shows that none of the shareholders 
is going to be harmed by the concerted action of some of the other 





*For further discussion of methods a minority shareholder may use to exert 
control over the board of directors, see Symposium—The Close Corporation, 52 
N.W.U.L. Rev. 345, 375 (1957); Hornstein, Stockholders’ Agreements in the 
Closely Held Corporation, 59 YALE L.J. 1040 (1950); O’Neal, The Close Corpora- 
tion, 18 Law & Contemp. Pros. 433, 451 (1953). 

* Wis. Stat. § 180.32 (2) (1957). 

* Strong v. Fromm Lab., Inc., 273 Wis. 159, 77 N.W.2d 389 (1956). 

*Cumulative voting allows each shareholder one vote per share times the 
number of directors to be elected. The minority shareholder by casting his total 
number of votes for one person may be able to elect that person to the board of 
directors. However, cumulative voting requires statutory authorization. 18 Ops. 
Wis. Att’y Gen. 429 (1929); 13 Am. Jur. Corporations § 487 (1938); DONALDSON, 
CorporATE FINANCE 74 (1957); But see, 1 HORNSTEIN, CORPORATION LAW AND 
Practice § 127 n.8 (1959). 

*E. K. Buck Retail Stores v. Hackert, 157 Neb. 867, 62 N.W.2d 288, 45 
A.L.R.2d 774 (1954); Thompson v. J. D. Thompson Carnation Co., 279 Ili. 54, 
116 N.E. 648 (1917); Winsor v. Commonwealth Coal Co., 63 Wash. 62, 114 Pac. 
908 (1911); BALLANTINE, CorPorRATIONS 421 (rev. ed. 1946). 

* Thomsen v. Olson, 219 Wis. 145, 262 N.W. 601 (1935); White v. Perry, 190 
Wis. 497, 209 N.W. 706 (1926). 
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shareholders. Some courts have shown hostility to shareholders’ 
agreements which do not have the approval of all the shareholders. 

In any case, if some of the parties to a shareholder agreement are 
corporate directors and officers, as will be the case in a small close 
corporation, it probably will be necessary for all the shareholders to 
assent to the agreement. The Wisconsin court has said that con- 
tracts by directors concerning corporate affairs, which conflict with 
impartial discharge of their duties, are unenforceable unless as- 
sented to by all the shareholders.** This rule might be extended to 
contracts entered into by shareholders who are not directors but 
who are corporate officers." 

Thus, by using a shareholders’ agreement, a minority shareholder 
may be able to ensure that he will be elected to the board of direc- 
tors. In a family farm corporation which is operated by the father, 
who is the majority shareholder, and his two sons, who are minority 
shareholders, the shareholders’ agreement should provide for the 
election of the father and the two sons to the board of directors. In 
this situation the father may also want to have two additional 
people on the board, such as his wife and attorney, so that as ma- 
jority shareholder he will have a majority of the directors solidly 
on his side. 


c. Increased Proportion of Votes to Elect Directors 


Ordinarily, a majority of the votes cast is necessary to elect a 
director.* However, the statutes allow the articles of incorporation 
to require “the vote or concurrence of the holders of a greater pro- 
portion of the shares . . .”"* than is required by the statutes with 
respect to any action to be taken by the shareholders. Therefore, 
the articles of incorporation may require that more than a majority 
is needed to elect the directors.* If the articles of incorporation 


™ These cases, however, generally involved a considerable restriction of the 
directors’ discretion and ible injury to third parties. McQuade v. Stoneham, 
263 N.Y. 323, 189 NE. 244 (1984); Manson v. Curtis, 223 N.Y. 313, 119 N.E. 559 
(1918); Creed v. COPPS 103 Ve 164, 152 Atl. 369, 71 A.L.R. 1287 (1930). 

* Stoiber v. Miller Brewing Co., 257 Wis. 13, 42 N.W.2d 144 (1950); Timme v. 
Kopmeier, 162 Wis. 571, 156 NW. 961 (1916). 

Cf., Larson v. Superior Auto Parts, Inc., 270 Wis. 613, 620, 72 N.W.2d 316, 
$20 (1955). 

= Strong v. Fromm Lab., Inc., 273 Wis. 159, 77 N.W.2d 389 (1956). 

* Wis. Stat. § 180.90 (1957). 

* Whether t o sake of ae may uire unanimous consent to 
elect a Geena | may be open to doubt because 80.90 of the statutes says a 
greater proportion of the Mhareholders’ votes a be required. A ratio of 1/1 
or 100% is a proportion. However, proportion is usually defined as a portion 
of the whole. Hammonton Inv. & Mortgage Co. v. Empire Mut. Fire Ins. Co., 
$87 Pa. 382, 128 A.2d 73 (1956); State ex rel. Sturgeon Bay & Lake Mich. Shi 
Canal & Harbor Co. v. Commissioner of School & Univ. Lands, 34 Wis. 162, 16 
(1874); Wester, New Int’ Dictionary (2d ed. 1955). 
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require more than a majority of the votes to elect directors, and a 
minority shareholder’s votes are necessary in order to collect the 
required number, he will have enough bargaining power to ensure 
his own election as a director. For example, if the father has 60 
percent of the shares (ordinarily he will then have 60 percent of the 
votes) and each of two sons has 20 percent of the shares, and the 
articles of incorporation require the vote of 81 percent of the shares 
to elect a director, each son can demand that the others elect him 
a director, or he will refuse to vote for them and prevent their elec- 
tion as directors. In this way, both of the sons, who are minority 
shareholders, can ensure their own election to the board of directors. 


d. Directors Elected by Classes of Stock 


Another way a minority shareholder may ensure his election to 
the board of directors is to have the corporation issue several 
classes of stock, with each class entitled to elect one of the directors. 
If there are two or more classes of stock, and a minority shareholder 
has a majority of the shares of one class, he can elect himself a 
director from that class. Although the Wisconsin statutes do not 
expressly provide for this type of arrangement, they allow the ar- 
ticles of incorporation to designate different classes of stock, each 
having different preferences, limitations, and relative rights; and 
the articles may also limit or deny the voting rights of the shares 
of any class to an extent consistent with the statutes.’ There are 
no provisions in the statute on election of directors which indicate 
that this type of arrangement is invalid.'* 


e. Requirement for Action by Board of Directors 


Even if a minority shareholder has been elected a director,’* he 
may find himself outvoted by the concerted vote of the directors 
elected by the majority shareholders. The statutes allow the articles 
or bylaws to require a greater number of the directors than a 
majority to constitute a quorum; they also permit a requirement 
that a greater number than a majority must agree in order to enact 
resolutions.?° Therefore, if the articles require all the directors to 
be present to constitute a quorum, or (and possibly in addition) 
that all the directors must concur in order to do business, a minority 





™ Wis. Stat. § 180.12 ) (1957). 

* See Wis. STAT. § 180.52 (1957). 

* Two other methods by which minority shareholders may be elected to the 
board of directors are the use of nonvoting shares and voting trusts, which are 
discussed infra at 618-19. 

” Wis. Stat. § 180.35 (1957). 
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shareholder will have assured himself of an effective veto power 
over any actions by the board of directors. 

Furthermore, if the articles also require a notice to all the direc- 
tors of what will be considered at directors’ meetings, a minority 
director can prevent undesirable action by staying away from the 
meeting. If he were absent, there couldn’t be any action by the 
board because there wouldn’t be a quorum. This veto power will 
enable a minority shareholder to prevent his being removed from 
employment or having his salary decreased; it will not enable him 
to increase his salary or declare dividends, outside of the fact that 
it gives him a greater amount of bargaining power with the other 
directors.** 


3. Restrictions and Limitations on the Board of Directors 


If a minority shareholder does not obtain a veto power over the 
directors’ actions, there are other means by which he may be able 
to restrict and limit board action which may be detrimental to his 
interest. 


a. Composite Shareholders’ Agreements 


The board of directors hires the officers*? and fixes their compen- 
sation.** State ex rel. Badger Tel. Co. v. Rosenow™ held that a 
provision in the articles of incorporation requiring the officers to 
be elected by a majority vote of the shareholders was void because 
it conflicted with the statutes, which gave the directors the power 
to elect the officers.*5> Similarly, in Security Savings & Trust Co. v. 
Coos Bay Lumber & Coal Co.,?* a bylaw, which provided that a 
three-fourths vote of the shareholders was necessary to approve any 
compensation for services to the corporation, was invalidated be- 
cause it was inconsistent with a statute, which the court interpreted 





= Another method which has been used to try to give minority shareholders 
a veto power over directors’ actions is to require the unanimous approval of the 
shareholders before directors may act. Such provisions are generally held void, 
in the absence of statutory authorization, because cor ane the directors’ power 
away. Benintendi v. Kenton Hotel, 294 N.Y. 112, 60 N.E.2d 829 (1945); Kaplan 
v. Bloch, 183 Va. 327, 31 SE2d 893 (1944). This kind of provision would be 
void in Wisconsin because Wis. Stat. § 180.30 (1957) provides that “the business 
and affairs of a corporation shall be managed by a board of directors.” See 
Security Sav. & Trust Co. v. Coos Bay Lumber & Coal Co., 219 Wis. 647, 263 N.W. 
187 (1936). 

* Wis. Stat. § 180.41 (1) (1957). 

* Wis. Stat. § 180.30 (1957). 

*174 Wis. 9, 182 N.W. 324 (1921). 

* The statute involved in case, Wis. Stat. § 180.13 (1921), is similar to 
the present Wis. Stat. § 180.41 (1957). 

* 219 Wis. 647, 263 N.W. 187 (1936). 














July] FAMILY FARM CORPORATIONS 609 


as giving the directors the power to fix corporate compensation.** 
These two cases indicate that in Wisconsin, the shareholders cannot 
take over any of the directors’ statutory functions. 


However, in some jurisdictions the courts have upheld composite 
shareholders’ agreements which provided for the election of certain 
directors and then for the directors to appoint designated persons, 
generally themselves, to be officers of the corporation.2® One 
authority has suggested that these composite agreements by all the 
shareholders in a close corporation are valid if they do not control 
the discretion of the directors to the detriment of prospective share- 
holders or threaten harm to anyone.”® In a typical family business 
run by the father, who is the majority shareholder, and two sons, 
who are minority shareholders, the sons might use a composite 
shareholders’ agreement to ensure that they would be elected offi- 
cers of the corporation. The agreement could provide that the 
father and the sons would be elected directors and that they, as 
directors, would elect themselves to particular corporate offices 
with stated salaries. Thus, each son would be assured of being 
elected an officer, of earning a salary as such officer, and of having 
a voice in the daily management of the firm. 


It would appear that a composite shareholders’ agreement will 
be upheld in Wisconsin, if it is agreed to by all the shareholders 
and does not harm anyone. In the two Wisconsin cases just dis- 
cussed,®° the provisions in the articles of incorporation and bylaws 
were invalidated because they attempted to give power to the share- 
holders, when the statutes had expressly given that power to the 
board of directors. A distinction may be drawn between these cases 
and a shareholders’ agreement which does not attempt to give the 
directors’ statutory power to the shareholders, but only requires 
that directors, who are elected pursuant to the agreement, use their 
power in the manner previously agreed upon. In a small family 
corporation these directors usually will be the shareholders them- 
selves, and the Wisconsin court has said that directors may make 
contracts which conflict with the free and impartial discharge of 





* The statute involved in this case, Wis. Stat. § 180.13 (1935), is similar to 
the present Wis. Stat. § 180.30 (1957). 

* Hayden v. Beane, 293 Mass. 347, 188 N.E. 755 (1936); Clark v. , 269 
N.Y. 410, 199 N.E. 641 (1936); Kantzler v. Bensinger, 214 Ill. 589, 73 NE. 874 
(1905 

* + ie Corporations 423 (rev. ed. 1946). 

State ex rel. Badger Tel. Co. v. Rosenow, 174 Wis. 9, 182 N.W. 324 (1921); 
187 1386)” & Trust Co. v. Coos Bay Lumber & Coal Co., 219 Wis. 647, 263 N.W. 
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their duties if the contracts are approved by all the shareholders.* 
The court has also held that a corporation may enter into a binding 
agreement with the directors or officers if it is ratified by all the 
shareholders.*? 


b. Employment Contracts 


Shareholders who are employees of a firm should have their con- 
tinued employment with the firm protected by an employment 
contract. The shareholders’ agreement could provide that the 
shareholder-employee would obtain an employment contract with 
the corporation. The corporation then would have to be a party 
to the shareholders’ agreement because it is the party which will 
make the contract. 

A board of directors has the power to remove the officers and 
agents from their jobs “whenever in its judgment the best interests 
of the corporation will be served thereby, but such removal shall 
be without prejudice to the contract rights, if any, of the person so 
removed.”** Thus, a board apparently may remove officers at its 
discretion and without cause.** Because the statute** recognizes the 
contract rights of the officers, a shareholder, who is to be an officer, 
should be able to contract with the corporation to be an officer for 
the period of the term of the office.** And, if he has a contract and 
is removed without cause, he may then get damages because of the 
breach of contract. 


c. Stock Repurchase Agreements 


As further protection to a shareholder who acquired his shares 
in a corporation because he was employed by it, it is possible for 
him to contract with the corporation or other shareholders to re- 
quire them to repurchase his shares, at a certain price, on termina- 
tion of his employment. This type of contract is valid if the corpo- 
ration is given the right to compel the repurchase of the employee’s 
corporate shares on termination of his employment, and these con- 





* Stoiber v. Miller Brewing Co., 257 Wis. 13, 42 N.W.2d 144 o> 

* Larson v. Superior Auto Parts, Inc., 270 Wis. 613, 72 N.W.2d 316 (1955). 

* Wis. Stat. § 180.42 ages 

* Previously, Wisconsin held that in the absence of statutory authorization, 
officers could only be removed for cause (i.¢., when their continued employment 
would be harmful to the corporation). State ex rel. Danforth v. Kuehn, Wis. 
229 (1874). 

= Wn. Be ; 180.42 (1957). 

* State ex rel. Matre v. Bergs, 195 Wis. 73, 217 N.W. 736 (1928) left undecided 
whether an officer could contract to be an officer. A contract to be an officer 
should not run for a period longer than the term allowed an officer by the articles 
of incorporation. 8 . Wis. Att’y Gen. 183 (1919). 
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ditions are stated on the face of the stock certificates.** However, 
this type of agreement probably should be used only when it is not 
planned to have the shareholder be a permanent employee of the 
firm. When a majority shareholder wants to interest a minority 
shareholder in permanent employment with the firm (as when a 
father wants to keep his son employed on the farm, while gradually 
giving him a greater share of ownership in the incorporated farm), 
this kind of provision may not be acceptable, because it readily 
enables the employee to quit the firm without risking his invest- 
ment. 


d. Provisions for Declaration of Dividends 


It also may be desirable to give minority shareholders some con- 
trol over the declaration of dividends.** The board of directors has 
the power to declare dividends, subject to certain statutory limita- 
tions,** and dividends do not become due or owing until declared.‘ 
The Wisconsin statutes permit provisions in articles of incorpora- 
tion to restrict directors’ power to declare dividends,*t but whether 
directors may be compelled by prior agreement to declare dividends 
is another question. 

Some courts have upheld provisions which require payment of 
dividends because the discretion of the directors may be limited by 
a contract between the corporation and its shareholders.*? Other 
courts have invalidated such agreements because they restrict the 
directors’ discretion and are contrary to public policy.** These pro- 
visions may have been invalidated, however, principally because 
they provided that dividends were to be paid without regard to 
the corporation’s surplus or net earnings. One authority suggests 
that this may be the deciding factor when he says, “From the rule 
that dividends can only be paid out of surplus profits, it follows 
that a corporation has no power to enter into an unconditional 
agreement to pay dividends to shareholders, without regard to the 





* Larson v. Superior Auto Parts, Inc., 270 Wis. 613, 72 N.W.2d 316 (1955). 

* See generally Scholder, Dividends and the Minority Stockholder in a Close 
Held Corporation, 14 N.Y.U. Intra. L. Rev. 140 (1959); Comment, Forcing Divi- 
dends from the Closely Held Corporation, 37 U. Det. L.J. 246 (1959). 

* Wis. StaT. § 180.38 (1957). 

“Franzen v. Fred Rueping Leather Co., 255 Wis. 265, 38 N.W.2d 517, 39 
N.W.2d 161 (1949). 

“ Wis. Stat. § 180.38(1) (1957). 

“ New England Trust Co. v. Penobscot Chem, Fibre Co., 142 Me. 286, 50 A.2d 
188 (1946); Lydia E. Pinkham Medicine Co. v. Gove, 303 Mass. 1, 20 N.E.2d 482 
(1939). 

“Cartwright v. ra Hotel Co., 36 N.M. 189, 11 P.2d 261 (1982); 
Thomas v. Matthews, 94 Ohio St. 32, 57, 113 N.E. 669, 675 (1916). 
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condition of the corporation at the time of payment.”** A New 
York court tacitly accepted this argument in upholding an agree- 
ment which guaranteed the shareholder-employee one-fourth of 
the company’s profits as salary or dividends.** The court construed 
the provision as being limited to “whatever was left for distribution 
after the directors had in good faith set aside whatever they deemed 
wise. Thus, for a provision of this type to have a better chance of 
being upheld, it should not call for distribution of all the net profits 
for the year, but should allow the directors some discretion in de- 
claring dividends. Perhaps a good arrangement would call for the 
payment of dividends when earned surplus reaches a certain 
amount, and continued payment of dividends until surplus is de- 
creased to that amount. A provision in a bylaw similar to this was 
upheld in Massachusetts.** 

The Wisconsin court has not passed on the question of whether 
directors may be required by prior arrangements to declare divi- 
dends, but the court has refused to order dividends to be paid, 
when there was no fraud, bad faith or wilful abuse of management 
discretion.** Therefore, whether such a limitation on directors’ 
discretion would be valid in Wisconsin is open to question. How- 
ever, if valid, a provision of this kind requiring declaration of divi- 
dends under certain circumstances would give minority share- 
holders some bargaining power with the majority, and if it is 
upheld, would give protection to a shareholder who is not repre- 
sented on the board of directors. 


4. Maintenance of Shareholder Control Measures 


Once a minority shareholder has obtained some measure of con- 
trol over the board of directors, either by obtaining representation 
on the board or by having restrictions and limitations imposed on 
the board, he should provide ways to maintain his control. Unless 
a minority shareholder makes arrangements to maintain his control, 
the majority may undermine the devices designed to protect the 
minority. 


a. Removal from Board of Directors 


A shareholder who has been elected to the board of directors will 





“11 FLeTcHER, PrivATe Corporations § 5332 = ed. rev. repl. 1958). 
* Clark v. Dodge, 269 N.Y. 410, 199 N.E. 641 (1936). 
“Id. at 417, 199 N.E. at 643. 
* Lydia E. Pinkham Medicine Co. v. Gove, 303 Mass. 1, 20 N.E.2d 482 (1939). 
“ Gesell v. Tomahawk Land Co., 184 Wis. 537, 200 N.W. 550 (1924); Morey 
v. Fish Bros. Wagon Co., 108 Wis. 520, 84 N.W. 862 (1903). 
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have to provide against being removed from the board. The statutes 
allow a majority vote by the shareholders, who are entitled to vote 
for directors, to remove a director from office.*® They also allow a 
majority vote by the directors in office to fill any vacancies that 
may occur.*° Unless provided against, majority shareholders could 
remove directors who represent minority shareholders and, through 
the board of directors, could replace them with their own represen- 
tatives. However, these statutory provisions may be changed by 
the articles of incorporation or the bylaws. Therefore, the articles 
should deny shareholders the power of removal, or should limit 
that power by requiring the same voting procedure to remove as is 
necessary to elect directors. The articles of incorporation should 
also provide that any vacancy on the board of directors be filled 
by the same procedure under which the original director was 
elected.®? 


b. Amendments to Articles and Bylaws 


If a minority shareholder depends for protection on provisions 
in the articles or the bylaws, he should be sure that they may not 
be amended without his consent. And, if he plans to be elected to 
the board of directors by a shareholders’ agreement, he will need 
to ensure that he does not lose his veto power over the board by 
having the size of the board increased and the new positions filled 
by representatives of the majority.* 

The bylaws may be amended by a majority of the votes; and if 
they were originally adopted by the board, they may be amended 
by the board.** The articles may be amended by two-thirds of the 
votes.*> A minority shareholder, therefore, cannot prevent amend- 
ment of the bylaws or articles unless he controls one-third of the 
shares plus one. Consequently, the articles should require amend- 
ments to the bylaws or articles to be approved by such a propor- 
tion of shareholder votes that there could not be amendments 





“ Wis. Stat. § 180.32 (3) (1957). 

© Wis. Stat. § 180.34 (1957). 

See notes 49 and 50 supra. 

® The articles of incorporation overrule bylaws which are inconsistent with 
the articles, and so it is safer to have these provisions in the articles of incorpora- 
tion. Wis. Stat. § 180.45 (2) (1957). 

The number of directors is fixed by the articles of incorporation or, if the 
articles so provide, by the bylaws. Wis. Stat. § 180.32(1) (1957). Therefore, 
the number may be changed by amending the articles of incorporation or 
bylaws. 

* Wis. STAT. § 180.22 (1957). 

* wis. Stat. § 180.51 (1957). 
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unless the minority shareholders agreed. The statutes allow this 
type of provision.*¢ 


c. Issuance and Repurchase of Shares 


Another way a minority shareholder’s proportionate interest in 
a corporation may be reduced is by issuing additional shares. While 
a minority shareholder has a pre-emptive right to purchase his pro- 
portionate share of the newly issued shares, whether the shares were 
previously authorized*’? or newly authorized,®* this pre-emptive 
right may be limited or denied by the articles of incorporation;*° 
or it might not provide much protection because the shareholder 
might not have the money to buy the new issue. Increased authori- 
zation of more shares may be prevented if a minority shareholder 
can block amendments to the articles, because it takes an amend- 
ment to the articles to authorize additional shares.*° A shareholder 
needs a veto power over the board to prevent issuance of shares 
already authorized, because the board has the power to issue such 
shares.* 

The statutes allow the articles to authorize the corporation to 
reacquire its own shares without the approval of the shareholders.*? 
Such a provision should not be placed in the articles because it 
readily permits a situation where one of the shareholders with 
slightly less than 50 percent of the shares may wind up with over 
50 percent of the shares and thus control of the corporation, pos- 
sibly to the detriment of other minority shareholders. This would 
occur when the corporation has reacquired enough of its out- 
standing shares so that the proportion of the mentioned share- 
holder’s shares increased to over 50 percent of the reduced amount 
of outstanding shares. If there is not any provision in the articles, 
the statutes require the corporation to obtain the approval of two- 
thirds of the shareholders in order to reacquire its own shares. But 
the required vote of approval could be increased by a provision in 
the articles, if this situation seemed likely to occur.®* 


5. Evaluation of Control Measures 


Thus, if a shareholder has a veto power over actions of the board 


~ Wis. Stat. § 180.90 (1957). 
*™ Luther v. C. J. Luther Co., 118 Wis. 112, 94 N.W. 69, 99 Am. St. Rep. 977 
1903). 

oSiws v. Hale-Haas a95h 249 Wis. 205, 227, 23 N.W.2d 620, 630 (1946). 





© Wis, Stat. § 180.21 (1 

© Wis. Stat. § 180.50 (2) (d) (1957). 
@ Wis. Stat. § 180.14 (1957). 

® Wis. Stat. § 180.385 (1) (c) (1957). 
* Ibid. 
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of directors, and is able to prevent amendments to the articles or 
bylaws which would remove his veto power, he will have protected 
his voice in the management of the corporation. He should also 
have acquired enough bargaining power to force the declaration 
of adequate dividends. Without a veto power over the board, a 
shareholder will not be assured of a voice in the management of 
the firm or of adequate dividends, although he may have ensured 
his continued employment as an officer or employee by an employ- 
ment agreement. A shareholder is not very well protected if his 
only protection is a provision which requires the declaration of 
dividends, because this provision may be invalid or, if valid, may 
be evaded by paying large salaries to the majority shareholders, 
who are officers and employees of the firm. 


a. Advisability of Veto Power Over Board of Directors 


The advisability of giving minority shareholders a veto power 
over the board of directors depends on the circumstances. If a 
minority shareholder is actively participating in the business of the 
corporation and is depending on it for his livelihood, he probably 
would have enough interest in the firm to require adequate pro- 
tection of that interest, but he should also have enough concern for 
the welfare of the corporation to use his veto power responsibly. 
This would be the case when the minority shareholder is the son 
of the original owner of a farm, and the son is working on the farm 
with the expectation that he will eventually own it. If, however, 
a minority shareholder has only a small number of shares and is 
principally interested in dividends, he should not be placed in a 
position in which he can control the corporation. 


If a dispute developed between the shareholders, a minority 
shareholder who is not particularly concerned with the welfare of 
the corporation but who has a veto power could cause a deadlock 
in the management of the firm, which might be resolved only by 
dissolution of the corporation or by a sale of the minority’s shares 
to the majority shareholders at an excessive price. A dispute be- 
tween the shareholders could result from a minority shareholder's 
demand for excessive dividends. On the other hand, the minority 
shareholders who only have a few shares should be protected from 
possible refusal by the majority shareholders to pay reasonable 
dividends or purchase the minority’s shares at a fair price. Refusal 
by the majority shareholders to pay reasonable dividends might 
result in their purchase of the minority’s shares at a greatly under- 
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valued price. There are two possible solutions to this problem, 
neither of which is very satisfactory. 


b. Required Purchase Agreements 


The plan which offers the better solution to the problem of pro- 
tection of minority shareholders who have only a few shares, while 
not permitting them to disrupt corporate operations, is to have 
some type of agreement which will require the majority share- 
holders to buy the shares at a fair price if a certain event, such as 
a serious dispute, should occur.** In a farm corporation, the 
original owner probably would want to have the opportunity to 
bay the other shares should a dispute develop. Determination of 
what is a fair price for the shares would probably have to be decided 
by arbitration. Arbitration agreements are valid in Wisconsin,** 
but usually are construed narrowly and, therefore, should be clearly 
worded. 


c. Litigation 


The second solution would be to let minority shareholders de- 
pend on the courts for protection from too great an exploitation 
of their minority position by the majority. This is not very much 
protection because courts are reluctant to interfere with the internal 
affairs of a corporation. The statutes authorize courts to liquidate 
the assets of a corporation when there is a deadlock between direc- 
tors or shareholders, the acts of directors are illegal or fraudulent, 
or corporate assets are being wasted or misapplied.** The courts 
will protect minority shareholders from injurious acts by the ma- 
jority if the minority shareholders can prove that the acts were 
fraudulent, in bad faith, or so obviously injurious to the corpora- 
tion as to indicate an abuse of discretion.® 


6. Protection Against Shareholder Actions 


Once a minority shareholder has achieved some control over 
action of the directors and thus has assured himself a voice in the 
management of the firm and protection of his employment and 
dividend interests, he has taken care of his major concerns. How- 





“A method for determining when a pppoe event, such as a serious dispute, 
arises will have to be decided upon. If a minority stockholder has a veto power 
over the board of directors, a serious dispute would arise when he and the other 
directors became deadlocked over some important matter. 

* Wis. Strat. ; 298.01 a 

* O'Neal, Arbitration in Closely-Held Corporations, 9 Ars. J. (n.s.) 31 (1954). 

* Wis. mpeg 180.771 (1) (a) (1 a 

Steven v. Hale-Haas Corp., 249 Wis. 205, 23 N.W.2d 620 (1946). 
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ever, there are several ways in which the majority shareholders can 
depreciate the value of his shares, unless he is able to prevent or 
veto these shareholder actions. For instance, they could issue addi- 
tional shares at a price below actual value or sell substantially all 
the assets to a new corporation at a price below the actual value 
of the assets. 


a. Issuance of Additional Shares 


By authorizing and issuing additional shares at a price below 
their actual value and then purchasing the entire amount of these 
shares at this lower price, the majority shareholders will not only 
have decreased the minority shareholders’ proportion of owner- 
ship in the corporation, but they also will have decreased the actual 
value of their shares. A minority shareholder can only be assured 
of protection from this kind of action if he can veto attempts by 
the board of directors to issue additional shares or block or veto 
shareholder attempts to amend the articles of incorporation to 
authorize additional shares. 


b. Sale of Assets 


By organizing a new corporation and selling a substantial amount 
of the corporation’s assets to it at a price less than their actual value, 
majority shareholders can dilute the value of the minority’s shares 
in the corporation and take advantage of the unfair sale through 
their ownership of the buyer corporation. Although the courts will 
enjoin a corrupt bargain,® it is not always easy to prove a corrupt 
bargain, and, therefore, to be adequately protected a minority 
shareholder should have a veto power over the sale of a substantial 
amount of the firm’s assets. Because the statutes require approval 
of two-thirds of the shareholders’ votes for a sale, if the sale is not 
made in the usual course of the firm’s business, a minority share- 
holder already has a veto power over this sale if he has one-third of 
the total voting shares plus one.”° A shareholder dissenting on a 
sale of this kind may demand the fair value of his shares from the 
corporation,”? but this may not be a satisfactory solution to the 
shareholder. The shareholder may be employed by the firm and 
want to maintain his employment in it, or he may not want to lose 
the good investment he has in the firm. 





® Steven v. Hale-Haas Corp., 249 Wis. 205, 23 N.W.2d 620 (1946). 
” Wis. Stat. § 180.71 (1957). 
™ Wis. Stat. § 180.72 (1957). 
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c. Veto Over Shareholder Actions 


In view of these possibilities,"* a minority shareholder is best 
protected if he has a veto power over shareholder action which 
would be detrimental to his interests. This veto power can be 
achieved by requiring certain shareholder action to be approved 
by a large enough vote so that the minority shareholder’s vote is 
necessary in order to approve the action. When deciding whether 
a minority shareholder should have a veto power over certain share- 
holder actions, the same factors should be considered as when decid- 
ing whether a minority shareholder should be given a veto power 
over the actions of the directors."* 


7. Complete Control Over Corporate Actions 


There are two devices which may help protect minority share- 
holders from actions by the majority, but these devices would be 
more likely to secure complete, rather than partial, control of the 
corporation for a minority shareholder. These devices are the use 
of voting and nonvoting classes of shares and the voting trust. With 
these devices the owner of a business who wants to bring his chil- 
dren into the business can retain control of it by controlling the 
voting powers, even though his children eventually obtain a ma- 
jority of the corporate shares. 


a. Nonvoting Shares 


The statutes allow articles of incorporation to limit the voting 
rights of any class of shares,* but the limitation must be noted on 
the stock certificate.** Therefore, if a minority shareholder can 
obtain a majority of the voting shares, he will be able to control 
the corporation even though he doesn’t own a majority of the entire 
amount of outstanding shares. If the minority shareholder is the 
original owner of the business, he can authorize two classes of 
shares, voting and nonvoting; retain possession of the voting shares; 
and issue the nonvoting shares to others. In this way the minority 





"= Two other ways in which a minority shareholder could be injured are by a 
merger or consolidation when the fair value of the shares is not given in ex- 
change for the new shares, and by dissolution of a going corporation, thereby 
depriving the shareholders of a profitable investment. 

Because the directors manage the daily affairs of the corporation, a veto 
power over their actions would be a veto power over less uently exercised 
shareholders’ powers. However, the corporation may be liquidated when the 
shareholders are deadlocked and have failed in two consecutive annual meetings 
to elect directors. Wis. Stat. § 180.771 (1) (a) (4) (1957). 

™ Wis. STAT. i 180.12 (1) (1957). 


™ Wis. Stat. § 180.18 (2) (195 
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shareholder will be able to elect the entire board of directors and 
control almost any type of shareholder action." 


b. Voting Trusts 


The statutes expressly permit voting trusts."7 Under a voting 
trust, shareholders retain the beneficial interest in their shares, 
but the power to vote them is given to the voting trustee. The 
voting trustee owes a fiduciary duty to the shareholders and the 
corporation, but controls the manner in which the shares are 
voted.”* If a minority shareholder becomes the voting trustee, he 
will have the right to choose the directors and vote the shares on 
any actions to be taken by the shareholders. 

Generally, it is not feasible to protect a minority shareholder 
through the use of a voting trust unless he, himself, is made the 
voting trustee, because an independent third party would have to 
be chosen trustee. The members of a family farm corporation prob- 
ably would not want a third party to run their business and make 
the major decisions. 


Rosert F. STRANGE 





* All shareholders are allowed to vote on a proposed merger or consolidation. 
Wis. Stat. § 180.64 (1957). All shareholders who will be affected by certain 
amendments are allowed to vote on such amendments. Wis. Stat. § 180.52 
(1957). 

™ Wis. Stat. § 180.27 (1957). 

® Wool Growers Serv. Corp. v. Simcoe Sheep Co., 18 Wash.2d 655, 140 P.2d 
512 (1948). 
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D. STOCK TRANSFER RESTRICTIONS IN THE 
FAMILY FARM CORPORATION 


1. INTRODUCTION 


When considering the desirability of various business forms, a 
farmer will be concerned primarily with the special advantages 
which each provides. One of the special advantages which the cor- 
porate form provides is simplicity of transfer. A stock certificate, 
representing an owner’s fractional interest in a business unit, can 
be sold or exchanged for other assets without destroying the unity 
of the business. But the ease of stock transfer can become a great 
disadvantage, or even the means of destroying the very enterprise 
which the corporate form is meant to protect. Therefore, stock 
transfers must be controlled, and this control is best achieved 
through stock transfer restrictions. As more farmers consider the 
corporate business form, their lawyers must become familiar with 
the methods through which stock transfers may be controlled.* 

A farmer who decides that the corporate form is the solution to 
his business problems probably will question the necessity of stock 
transfer controls. However, there are a number of cogent reasons 
for limiting one of the most desirable advantages of a corporation: 
(1) To assure that the farm remains a family unit; (2) to assure that 
the head of the family will control the farm operation until he 
retires or dies; (3) to allow the head of the family to pass control to 
those children who stay and work the farm with him; (4) to assure 
the family head’s estate enough cash to pay his retirement or death 
expenses; (5) to allow the head of a family to make a partial dis- 
tribution of his estate before his death, thus in large measure 
avoiding inheritance taxes; and (6) to allow younger members of 
a family to keep the family farm unit safe from strangers after the 
death of the family head. These are but a few of the many factors 
which might make stock transfer restrictions valuable to a family 
farm corporation. 

Many problems which may be solved with stock transfer controls 
will already exist before incorporation. Therefore, the methods of 
control should be considered at that time. The purpose of this 





*The main thrust of this article is related to the family farmer’s problem, 
———_— much of what is said is also pertinent to the small businessman 
generally. The farmer’s interest in the corporate form is increasing. For general 
articles demonstrating this fact, see: Capitol Times, May 5, 1960, p. 17, col. 
1 & 2, p. 21, col. 1 & 2; Chicago Daily Tribune, May 6, 1960, § 6, p. 11, col. 1 & 2; 
Weaver, Let’s Incorporate Blackacre, 46 A.B.A.J. 710 (1960); Eckhardt, A Survey 
Discussion, supra at 559. 














July] FAMILY FARM CORPORATIONS 621 


paper is to aid lawyers in the incorporation process.2 The discus- 
sion will deal with: (1) The law relative to stock transfer restric- 
tions; and (2) the methods through which stock transfers are con- 
trolled. 


2. Stock TRANSFER RESTRICTION LAW 
a. Stock as Personal Property 


Stock shares have long been considered personal property and 
subject to that body of law.* Restrictions on the transfer of stock 
are, therefore, subject to the general principle that agreements pro- 
hibiting the alienation of personal property are void as against 
public policy. Therefore, neither a corporation nor its stock- 
holders can impose any restriction on the transfer of shares of stock 
which absolutely prohibits alienation.® 


b. Invalidity of Absolute Stock Transfer Restrictions 


One of the first Wisconsin cases considering the validity of abso- 
lute stock transfer restrictions was In re Klaus.° In that case a cor- 
poration bylaw required any stockholder wishing to transfer his 
shares to obtain the unanimous consent of the other stockholders. 
One stockholder made a transfer without getting the required con- 
sent. When his transferee applied to the corporation secretary for 





? The solutions suggested in this paper are directed toward the small corpora- 
tion, which is defined as a corporation composed of stockholders who are all 
members of one family group, and whose assets consist of farm land, machinery, 
buildings and animals. Some of the more complex and difficult problems arisin 
in the larger, “public” corporations, such as “Stock Pyramiding”, are beyon 
the scope of this paper 

* The Wisconsin Supreme Court in In re Klaus, 67 Wis. 401, 407, 29 N.W. 
582, 585 (1886) stated: “When the law makes stock personal property, it clothes 
it with all the incidents of personal property. ...” See also, Application of 
Laun, 146 Wis. 252, 131 N.W. 366 (1911). 

A common example of this fact is that the shares of stock pass to the 
personal representative of a decedent’s estate and are included in the inventory 
of personal property. As real property such shares would pass directly to the 
heirs of the decedent. 

“Query, since there is no clear statement as to the source of the refusal to 
enforce restrictions on alienation of personal property, could it be said that 
the policy factors behind the common law precedent which forbids restrictions 
on the alienation of real property have been adopted by analogy into the 
personal property law? 

*13 Am. Jur. Corporations §§ 333-39 (1938); 18 C.J.S. Corporations § 391 
(1939); BALLANTINE, CORPORATIONS §§ 336-38 (1946); Doris & FRIEDMAN, Cor- 
PORATE SECRETARY’S ENCYCLOPEDIA, 3-39; HORNSTEIN, CORPORATION LAW AND 
Practice §§ 191-94 (1959); RESTATEMENT, Property Div. IV, Part II, INTRO. NoTE 
(1944). For a collection of cases in point, see Annot., 65 A.L.R. 1159 (1930) 
(Validity of restrictions by corporation on alienation or transfer of corporate 
stock); and Annot., 61 A.L.R.2d 1318 (1958) (Validity of restrictions on transfer 
of corporate stock). 

*67 Wis. 401, 29 N.W. 582 (1886). 
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the entry of his name on the stock register, the secretary refused 
claiming that the transfer was void because it violated the bylaw. 
The court upheld the transfer and stated that it would neither 
recognize nor enforce such an absolute restriction.’ 


The basis of the Klaus decision was twofold. First, the court 
observed that public policy favored the free movement of property 
in commerce. This policy determination had been adopted by the 
common law courts and made a part of the personal property law. 
If the court enforced the restriction which the corporation imposed, 
it would have enforced what amounted to a prohibition against the 
alienation of personal property. Second, the Klaus court recog- 
nized the possibility of fraud on creditors and bona fide purchasers. 
A transfer was void as to these parties until entered on the stock 
register. Until then, the transferee’s property was subject to the 
claims of the transferor’s creditors; the transferee’s creditors could 
not reach the stock; and the transferee could not make a valid trans- 
fer to a bona fide purchaser until his name had been entered on 
the corporate books. The possibility of fraud in these situations 
was too great to permit the court to enforce the restriction. 


The holding of Klaus as to the invalidity of absolute stock trans- 
fer restrictions is still the law in Wisconsin. The case has been cited 
and approved in subsequent decisions,* and an almost unanimous 
majority of jurisdictions agree with the Wisconsin determination.° 
Therefore, no corporation has the right to prohibit or absolutely 
restrain the transfer of its stock.’ 





™The court said: 

“Enough, and perhaps too much, has been said on general principles, and 
once for all we hold that a by-law of a corporation which prohibits the 
transfer of stock by a stockholder without the consent of all the stockholders 
is void as against public policy. It is an unwarrantable and unlawful 
restriction upon the sale of personal property, the sale and interchange 
of which the law favors, and in restraint of trade. ... [T]he owner has 
full dominion over it and may dis of it at will. That such a by-law 
as that under consideration is void as against public policy nearly all of 
the authorities seem to hold.” Id. at 407-08, 29 N.W. at 585. 


* Application of Laun, 146 Wis. 252, 131 N.W. 366 (1911); Rychwalski v. 
Baranowski, 205 Wis. 193, 236 N.W. 131 (1931). 


*See Annot., 65 A.L.R. 1159 (1930) (Validity of restrictions by corporation 
on alienation or transfer of corporate stock); and Annot., 61 A.L.R.2d 1318 
(1958) (Validity of restrictions on transfer of corporate stock). 


* Restrictions prohibiting stock transfer are easily defined (e.g., Shares of 
stock in the X corporation are not transferrable.) What is required to have an 
absolute stock transfer restriction is more difficult. 
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c. Validity of Some Partial Stock Transfer Restrictions 
(1) Generally. 


Although absolute stock transfer restrictions are always invalid, 
all stock transfer restrictions are not void. Application of Laun™ 
recognized the possible validity of partial stock transfer controls. 
In Laun, the court dealt with a restriction which required a stock- 
holder wishing to make any transfer to obtain the consent of the 
other stockholders first.1* If they denied consent, the stockholders 
had the alternative of purchasing the shares at par value within a 
specified period of time. If they took no action within that period, 
the stockholder was free to make the desired transfer. 

In finding the control valid, the court rejected the plaintiff's 
contention that all stock transfer restrictions were invalid. It 
emphasized the distinction between absolute (total) restrictions 
on stock transfer and those which were only partial in effect and 
afirmed a corporation secretary’s right to refuse to record a transfer 
which violated a valid corporate bylaw. The decision reaffirmed 
the Klaus holding that absolute restraints are void as against public 
policy, but recognized that partial controls can be valid if they are 
reasonable.** 

The issues decided in the Laun case were reconsidered in Casper 
v. Kalt-Zimmers Mfg. Co.* where the articles of incorporation 
required any original stockholder-subscriber who wished to transfer 
his shares to: (1) Offer the stock to the board of directors in writ- 
ing; (2) state the price and terms of sale; (3) allow ten days for the 
board to place the stock with the remaining stockholders; and 
(4) sell the stock to any buyer (if the stockholders did not accept 
his offer) at the same price and terms offered to the board. The 
supreme court upheld this provision by voiding a transfer which 
violated its terms. Citing the Laun case as controlling authority, 
the court held that the restriction was reasonable, and, as such, 
bound the complaining transferor. 

The conclusion to be drawn from these cases is that although 
some stock transfer restrictions are void as against public policy, 
not all restrictions are invalid. If a stock transfer restriction is 





1146 Wis. 252, 131 N.W. 366 (1911). 

® Although consent was necessary in both Klaus and Laun, the Laun restric- 
tion provided an alternative to denying the stockholder his right of transfer. 
The right of transfer was not denied, but only restricted or limited to a 
particular market. 

*The impact of reasonableness on the validity of restrictions is discussed 
infra at 625. 

%159 Wis. 517, 149 N.W. 754 (1915). 
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partial and reasonable, the courts may enforce it. The question is 
what factors determine the validity of a partial stock transfer 
restriction. 


(2) Statutory Authority 


Statutes which expressly permit stock transfer restrictions are 
rare in this country. In England, Canada and other countries, not 
only are stock transfer restrictions expressly authorized, but often 
they are required as a condition precedent to the receipt of a corpo- 
rate charter. The lack of express statutory authority in the United 
States, is, apparently, not determinative. This is especially true 
where there is implied authority such as the Uniform Stock Transfer 
Act.15. The jurisdictions which have such implied authority seldom 
use a lack of express authority as the basis of their decisions.*® 

Before the enactment of the Uniform Stock Transfer Act, lack 
of statutory authority in some cases weighed heavily against stock 
transfer restrictions.*7 Even then, there was no consistency to the 
courts’ decisions. The fact that there was no statutory authority 





* Wis. Laws ch. 458 (1913), now represents the greater part of Wis. STATs. 
ch. 183 (1957). Two sections of the Act regulate and are concerned with stock 
transfer restrictions. Wis. STAT. § 183.14 (1957) provides: 

“There shall be no lien in favor of a corporation upon the shares repre- 
sented by a certificate issued by such corporation and there shall be no 
restriction upon the transfer of shares so represented by virtue of any 
bylaws of such corporation, or otherwise, unless the right of the ra- 
tion to such liens or the restrictions are stated upon the certificate. 
Wis. Stat. § 183.24 (1957) provides: 
“Whenever it shall be made to appear to the circuit court, by affadavit 
or otherwise, that the secretary or other proper officer of any corporation 
has, upon ged demand, neglected or refused for two days to transfer 
on the stock books of the said corporation any stock which it is his duty 
to transfer such court shall immediately issue an order requiring said 
secretary to show cause before said court, at some time named in said order 
not more than ten days from the date thereof, why he should not transfer 
such stock, and shall in said order direct the manner of its service; and 
when said order is returnable, unless said secretary shows cause to the 
satisfaction of the court why such stock should not be transferred, said 
court shall order such transfer to be made by said secretary at such time 
and place as to said court seem reasonable, and may enforce the performance 
thereof by proceedings for contempt.” 
See also 6 U.L.A. § 15. 


*Since the passage of the Uniform Stock Transfer Act, the Wisconsin court 
has not discussed the existence of any statutory authority when considering a 
stock transfer restriction, except for some discussion in Application of Laun, 
146 Wis. 252, 131 N.W. 366 (1911). Rather, the court has looked to the 

uirements of the statute to see if they have been fulfilled. 

*™ The corporation in In re Klaus, 67 Wis. 401, 29 N.W. 582 (1886), had been 
incorporated under statutes permitting restrictions. These statutes were later 
repealed, but after the corporation enacted the restrictive bylaw. The court 
stated that the existing statute bound the corporation and that this statute 
did not permit restrictions. This fact, added to the fact that the restriction 
was absolute, was enough to serve as a basis for the court’s invalidation. 
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gave the courts an avenue of release when they were faced with an 
unreasonable restriction. But, where the restriction was found to 
be reasonable, a lack of statutory authority was, more or less, 
ignored. Today, the lack of statutory authority does not weigh 
against a stock transfer restriction. 


(3) Reasonableness as Affecting Validity 


(a) Criteria. In discussing the validity of stock transfer restric- 
tions, courts invariably inquire into their reasonableness. Among 
the questions asked when the reasonableness of a stock transfer 
restriction is determined are: (1) Is the restriction justified;'* and (2) 
are the terms of the restriction equitable?!® These criteria are fun- 
damental to the validity of any stock transfer restriction, but are 
not the only factors considered. 

(b) Justification. One of the factors courts consider when con- 
templating the reasonableness of a stock transfer restriction is 
whether or not there is a valid justification for its use. If there is 
not, then the restraint may be invalidated as an unreasonable limi- 
tation on the alienability of personal property. 

Wisconsin recognizes that a corporation’s interest in self-protec- 
tion is a good justification for the use of a stock transfer restric- 
tion.2° This interest in self-protection can be a desire to exclude 
rivals or strangers, to maintain good management, to protect the 
stockholders’ investment, or to protect any other special interest 
which the corporation deems necessary.** The crux of the justifica- 





%J.e., does the corporation wish to protect itself from interlopers; or from 
strangers; or from loss of the investors’ interest; or from poor management? 
* I.e., does the restriction forbid transfers; does it offer any alternatives; does it 
contain an equitable price term; does it contain a reasonably short time period? 
* Application of Laun, 146 Wis. 252, 131 N.W. 366 (1911) (first wrecs 
this justification), and Casper v. Kalt-Zimmers Mfg. Co., 159 Wis. 517, 149 N.W. 
754 (1915) (broadening the scope of the Laun court’s justifications). 
* The Laun court stated: 
“The object and purpose of such regulations restricting in a degree but 
not prohibiting the transfer of shares are familiar. It is sometimes necessary 
and often desirable that a corporation protect itself against the acquisition 
of shares of its stock by rivals in business or other disturbers who might 
purchase shares merely for the purpose of acquiring information which 
might thereafter be used against the interests of the company. Similar 
restrictions . . . are generally recognized and held valid where they form 
part of the charter or articles of organization of the corporation and are 
matters of contract between the shareholders.” (Citing non-Wisconsin cases.) 
Id. at 253-54, 131 N.W. at 367. 
The Casper court stated: 
“The personal element is as important in the makeup and management 
of a corporation as it is in almost every other undertaking. Restrictions, 
therefore, reasonably protecting incorporators in their interests b . 
mitting them first to purchase stock offered for sale, should be held lawful 
as promotive of good management and sound business enterprise.” (Emphasis 
supplied.) Id. at 522, 149 N.W. at 756. 
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tion criteria is that the interest protected must be significant, and 
that the best method of protecting it is by the stock transfer 
restriction. 

(c) Equitable Terms. Another consideration in determining the 
reasonableness of a stock transfer control is the fairness of the terms 
of the restriction. In the Laun and Casper cases, the terms were 
held to be reasonable because they provided an alternative to deny- 
ing the shareholder’s right of transfer. In both the Laun and Casper 
cases, the stockholders who denied the tentative transferee’s right 
of transfer were required to purchase his stock. In both cases there 
was a fixed price term and a relatively short time term. But what 
would have been the result if one of these terms had been inequi- 
table? 

In considering the equity of the price term, a factor weighed is 
how substantially the price term is related to the true market value 
of the stock. A restriction requiring a stockholder to sell to the 
other stockholders at an extremely low price may be invalidated as 
unfair. The basis for such a holding could be drawn by analogy 
from the real property law. The real property principle holds con- 
tracts in which a seller is required to sell for an extremely low price 
void as against public policy.”? 

The time term also must be fair. In the Laun, Casper and 
Magnetic Mfg. Co. v. Manegold** cases, the time terms were rela- 
tively short.** Requiring the prospective transferee to allow an 
option offer to stand for 30 days is a fair time. But, if the terms of 
the restriction require the transferor to wait one year, for example, 
the restriction might be held invalid. The policy reason behind 
this holding would be that the prospective transferee might lose 
his interest in making any purchase by the time the option had 
lapsed. This would amount to an absolute restraint.”® 

Magnetic Mfg. Co. demonstrated that a restriction could be held 
invalid if the terms were inequitable as applied to a particular 
situation. In this case a corporate bylaw required any stockholder 
who wished to transfer his stock to first offer it to the corporation 





™ RESTATEMENT, Property § 413 (1944). 

201 Wis. 154, 229 N.W. 544 (1930). 

*In the Laun case, the option was for a period not stated by the court. 
In Casper, the option was for 10 days. In Magnetic Mfg. Co., the option was also 
for 10 days. See also, ——— v. Baranowski, 205 Wis. 193, 236 N.W. 131 (1931) 
(30 days); Larson v. Superior Auto Parts, Inc., 270 Wis. 613, 72 N.W.2d 316 
(1955) (30 days). 

*It is suggested that an option which would run in excess of 90 days would 
be unreasonable if no ial advantage was to be gained by selling it to the 
optionee (such as a higher price). 
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at the same price which his tentative transferee offered. Although 
disposing of the restriction on another ground,” the court asked: 
“If a stockholder desired to give his stock to a son without any 
consideration, must he first offer to give it to the corporation under 
the by-law?’’?? 

The bylaw’s terms were equitable as to sales of stock. In reality, 
a stockholder was permitted to establish his own market value, and 
the other stockholders were bound by it. The bylaw did not deny 
the prospective transferor’s right to sell, it only limited those to 
whom he might sell. However, the bylaw’s terms would have been 
inequitable as to gifts of stock. The right to make gifts of personal 
property is as fundamental a right of ownership as the right. to sell. 
To require a stockholder to give the stock to a corporation before 
giving it to a donee would impose an absolute restriction on giv- 
ing.?* If the Magnetic Mfg. Co. court had been faced with this situa- 
tion, it is suggested that the bylaw would have been held invalid as 
applied to gifts of stock because it was a total restriction on that 
type of transfer. 


3. METHODS OF IMPOSING STOCK TRANSFER RESTRICTIONS?® 


The methods used to restrict stock transfers fall into one of three 
categories. They are: (1) Corporation imposed restrictions; (2) 
corporation-stockholder agreements; and (3) stockholder agree- 
ments.°° The following discussion defines each method of restric- 
tion, and shows the possible advantages and disadvantages inherent 
in each. The principal stress is placed upon the third group, and 
especially upon the buy-sell agreement, because of its many advan- 
tages and rising popularity. 





* The corporation failed to have the restriction printed on the face of the 
stock certificate. This failure rendered the bylaw invalid under Wis. Strat. 
§ 183.14 (1957), supra note 15. 

7 201 Wis. 154, 157, 229 N.W. 544, 545 (1930) (The court construed the bylaw 
as applicable only to sales.) 

* It is suggested that the fact that the price term required sale to the corpora- 
tion at the same price was determinative. If the restriction had required a 
prospective donee to sell the stock to the corporation at a fairly determined 
price (set out in the bylaw) before giving it away, the restriction could be 
valid as applied to gifts. 

* The term “Stock Transfer Restriction” is a technical expression used to 
include any limitation on the transfer of shares of stock. Perhaps the phrase 
“Stock Transfer Control” would be more explicit when referring to st older 
agreements, but because of the common usage of the first phrase, this paper 
has adopted it rather than the second. 

*See New York Life Insurance Company's “Business Purchase Agreements 
Funded with Life Insurance,” (1955); Northwestern Mutual Life Insurance 
Company’s “Agreements for use with Business Life Insurance,” (1955) and the 
latter company’s Advanced Underwriting Training Service. 
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a. Definitions 
(1) Corporation Imposed Restrictions 


Restrictions imposed upon stockholders by a corporation are 
found in its articles of incorporation or bylaws. A corporation 
imposed restriction usually requires any stockholder wishing to sell 
to first give notice to the corporation of his intended sale. Also, a 
prospective transferor must give the corporation or the remaining 
stockholders the first opportunity to buy his shares, and if the pre- 
ferred group has not acted within a stated time, the stockholder is 
at liberty to sell to anyone. 


(2) Corporation-Stockholder Agreements 


A corporation-stockhoider agreement is essentially the same as 
a corporation imposed restriction, but in a different form. Here, 
the corporation and its stockholders execute a contract which states 
how the stock transfers are to be restricted. Usually, this type of 
agreement takes the form of either a corporate first option plan, 
or a corporate redemption plan. Under the first option plan, the 
corporation is allowed to choose whether or not it wishes to pur- 
chase the shares of a selling stockholder. Under the corporate 
redemption plan, the corporation is required to redeem the shares 
of one who wishes to sell. 


(3) Stockholder Agreements 


Stockholders can agree among themselves to impose a reasonable 
control on stock transfers. The two most common types of stock- 
holder agreements are the first option plan and the buy-sell agree- 
ment. 

(a) The First Option Plan. This plan is actually a part of every 
buy-sell agreement, but is often used as a separate basis for a stock- 
holder agreement. The major drawback is that the first option plan 
is an option only and not a commitment by the prospective trans- 
ferees to purchase. Usually, the first option takes the form of a 
contract giving the parties to the agreement an option to purchase 
the stock of any one of them who wishes to sell his shares. The price 
and time terms are fixed, but the prospective transferor is never 
sure if his offer will be accepted. The fact that the parties may wish 
to have a sure market when a certain circumstance (e.g., death) 
arises may make the first option plan undesirable. 

(b) Buy-Sell Agreements. The buy-sell agreement is, essentially, 
a contract between two or more, but usually all, stockholders. It 
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is designed to achieve two things: (1) It determines which of the 
parties will have the first option to purchase the stock of one who 
wishes to sell;* and (2) it determines who will be required to pur- 
chase the shares of a party when a certain circumstance occurs 
(e.g., death or severance). 

The parties to a buy-sell agreement frequently are the stock- 
holder who controls the corporation and the stockholder(s) who 
wishes to control it eventually. For example, a father who controls 
a farm corporation, wishes sons X and Y to control it after he dies 
or retires. Thus, the parties to the agreement should be the father 
and the sons. 

One problem which might arise would be that of protecting a 
minority stockholder who has no interest in actually running or 
operating the farm. The father may wish his sons to control the 
farm, but only after they bought out the interest of this minority 
shareholder.*? This minority shareholder need not be a party to 
the contract, rather his interest could be protected by writing a 
clause into the agreement which requires sons X and Y to purchase 
his interest before being allowed to purchase any of the father’s 
interest. In this way, the minority shareholder’s interest is pro- 
tected against having his money tied up in an operation in which 
he has no voice and no possibility of return on his investment. 

A great problem in drafting buy-sell agreements is that of pro- 
viding for a payment fund. This fund insures that cash will be 
available for necessary payments when the time for a sale arises.** 
There is little value in having a well drafted buy-sell agreement if 
it cannot be executed due to the prospective purchaser’s lack of 
money. 

The fund can be supplied: (1) By life insurance to cover the full 
purchase amount or a downpayment; (2) by a sinking fund to cover 
the full purchase amount or a downpayment; (3) by using the 
shares of stock as collateral for a loan to cover the downpayment 





*! Essentially, every buy-sell agreement contains a first option agreement. The 
added features make the buy-sell agreement a more broadly based contract. The 
requirement to purchase is unusual, operating as though the seller (deceased) 
offered his stock for sale and the offer is immediately accepted by the remaining 
parties to the agreement and upon the price and terms set out in the ent. 

* The parties may be concerned because of the minority shareholder's transfer 
to an outsider. Practically, the market for a family farm corporation’s minority 
shareholder’s stock is limited. Also, this contingency could prevented by a 
normal restriction in the bylaws. 

“This will not be true when the parties are affluent enough to be able to 
pay the amount required from their own assets without endangering their 

nancial stability. In the family farm corporation, much of the parties’ assets 
will be invested in the corporation and liquid cash or securities probably will 
not be available in the large amounts required for the fund. 
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or the full purchase price; or (4) by providing that a shareholder 
convey the shares to a stakeholder who will receive the payments 
and turn them over to the seller, giving the buyer shares in the 
same amount. 


b. Consideration of Some Advantages and Disadvantages 


Each method of restricting or controlling stock transfers has its 
special advantages and disadvantages. The following are but a few 
of the factors to be considered in determining the method to be 
used in a family farm corporation. 


(1) Uniform Steck Transfer Act—Section 183.14 


The requirement of Section 183.14,°* that all stock transfer 
restrictions be printed on the stock certificates which are subject 
to them, applies to all three categories.** If followed, the notation 
serves as good notice to any bona fide purchaser. Although ap- 
parently simple to avoid, the failure to print a transfer restriction 
on the stock certificate is the most common basis for their invalida- 
tion. Failure to print restrictive articles and bylaws on the stock 
certificate renders them void and not binding on any transferor 
or transferee. In Larson v. Superior Auto Parts, Inc.** a corporation- 
stockholder agreement was rendered void because it was not printed 
on the stock certificate. However, this type of agreement could pos- 
sibly be enforced as a continuing offer to purchase as it was in the 
Larson case.** Likewise, a stockholder agreement could be enforced 
under the same theory. 


(2) Uniform Stock Transfer Act—Section 183.24 


A corporation may refuse to recognize any transfer of its stock.** 
When it does so, it is placed in the disadvantageous position of 
having the burden of proving that the transfer in question violated 





* See note 15 supra. 

“See Annot., 29 A.L.R.2d 901 (1953) (Construction and effect of § 15 of 
Uniform Stock Transfer Act prohibiting restrictions on transfer of shares unless 
such restrictions are stated on the certificate). 

*270 Wis. 613, 72 N.W.2d 316 (1955) (first appeal); 275 Wis. 261, 81 N.W.2d 
505 — (second appeal). 

* Ibid. See Annot. 159 A.L.R. 290 (1945) (Enforcability of invalid corporate 
bylaws as contract). 

* But Application of Laun 146 Wis. 252, 131 N.W. 366 (1911) emphasized 
that this must be a reasonable refusal. See Annot., 22 A.L.R.2d 12 (1952) 
(Remedy for refusal of corporation or its agent to register or effectuate transfer of 
stock); Annot., 139 A.L.R. 273 (1942) (Right or duty of corporation to refuse to 
transfer stock on books to one presenting properly endorced certificate, because 
of knowledge or suspicion of conflicting rights of registered holder or third 


persons). 
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a restriction in an article, bylaw or contract. This will be a great 
disadvantage only where the nature of the transfer presents a close 
question of law or fact. 


(3) Flexibility of Terms 


The various categories of stock transfer restrictions present terms 
varying from the rigidly fixed terms of an article or bylaw to the 
more easily altered terms of a stockholder agreement. However, 
in a small family farm corporation this distinction may be only 
theoretical; first, because of the informal relationship between the 
shareholders, and second, because the parties likely to make any 
changes in any one of the three categories would be the same group. 
As the number of stockholders in a corporation increases, this factor 
becomes more important. 

Changes in the articles must be made by a vote of the stock- 
holders,*® and the bylaws may be amended by a vote of the stock- 
holders or, possibly, of the directors.*° In a larger corporation this 
may present some great difficulties. Corporation-stockholder agree- 
ments require the consent of the board of directors and the stock- 
holder-parties to the contract. Stockholder agreements may be 
changed with the least difficulty. A signed stipulation of the parties 
is all that is required. 


(4) Construction 


The three methods of restriction are considered differently by the 
courts. The articles or bylaws, construed under the rules of statu- 
tory construction, are the most narrowly interpreted.*t Corporation- 
stockholder agreements, construed according to the law of contracts 
but against the corporation, present a less narrow construction. 
Stockholder agreements, construed under the law of contracts to 
further the intent of the parties, present the broadest construction. 
In choosing the method of restricting stock transfers, these construc- 
tion advantages must be considered in determining what ends the 
restriction is to achieve. 


(5) Option or Commitment 


Any of the three types of restrictions can be written to give the 
corporation or remaining stockholders an option to buy, or to 





” Wis. Stat. § 180.51 (1957). 
“Wis. Stat. § 180.22 (1957). 
“Annot., 2 A.L.R.2d 745 (1948) (Construction and application of ne ge 
of articles, bylaws, statutes or agreements restricting alienation or transfer of 
jock). 
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operate upon them as a requirement to buy. Where the option 
form is used, a seller may find himself without anyone who is willing 
or able to purchase his shares when he wants to sell. Thus, he will 
be forced to remain in the corporation against his will. This might 
be especially true in a family farm corporation where there is little 
or no market for the stock outside of the family. If the contract is 
written as a requirement to purchase, a prospective transferor has 
a guaranteed market if and when he decides to sever his relationship 
with the company. 


(6) Tax Considerations 


Where a corporate redemption plan is used, through which the 
corporation buys back the shares of any stockholder who wishes to 
sever or sell, the Commissioner of Internal Revenue may tax the 
value of the redeemed stock as a constructive dividend to the 
remaining stockholders.*? When deciding between a corporate 
redemption plan and a stockholder option or requirement to 
purchase, this possible disadvantage should be given serious 
consideration. 

WILLIAM J. SULLIVAN 





“ Rev. Rul. 614, 1958-2 Cum. Butt. 920, Rev. Rul. 286, 1959-2 Cum. Butt. 103. 
But see Holland, Selected Close Corporation Tax Problems, 1959 Tutanez Tax 
INsTITUTE 486, 547. 
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E. RETIREMENT AND THE FARM CORPORATION 


1. INTRODUCTION 


Retirement planning has always been a troublesome problem 
for farmers and has become increasingly difficult in recent years 
due to the ever rising cost of living and high taxes. The corporate 
form of business organization provides special advantages to a 
farmer faced with this problem, A corporation can maximize a 
shareholder employee's social security benefits by paying a salary 
approximating that amount which will entitle him to maximum 
benefits. Also, a corporation may pay dividends which will supple- 
ment a retired shareholder's other retirement income. Furthermore, 
the corporate form tends to stabilize the business operation and 
helps maintain a business profit which can be used in retirement 
planning. 

Perhaps one of the most important advantages of the corporate 
form is that stockholder employees are permitted to participate in 
retirement plans which qualify under the Internal Revenue Code. 
These plans offer unique estate planning and tax saving benefits. 
Profit-sharing plans are the most versatile and best suited retire- 
ment plans for small corporations. This paper discusses the opera- 
tion, advantages, and disadvantages of profit-sharing plans. In 
comparison, pension plans, stock bonus plans, compensation de- 
ferral contracts, and salary continuation plans are considered. 


2. QUALIFIED PLANS 


An employer's pension, stock bonus, or profit-sharing plan that 
qualifies under section 401 of the Internal Revenue Code of 1954 
and is approved by the Wisconsin Department of Taxation provides 
special tax advantages under both federal and Wisconsin law. For 
example: An employer can deduct his contributions to a qualified 
plan immediately for income tax purposes;? the trust fund of a 
qualified plan is exempt from income tax;* employees are not taxed 
on distributions from the fund until actually received or made 
available; and, in some cases, the long-term capital gain rate 
applies.* 





1See discussion of social securit a at 562. 

2IntT. Rev. Cope oF 1954, § ; Wis. Stat. § 71.04(1) (1957); Wis. ApMIN. 
Cope § Tax 3.08 (2). 

*InT. Rev. Cope or 1954, § 501 (a); Wis. Strat. § 71.01 (3)(e) (1957); Wis. 
Apmin. Cope § Tax 3.63. 

“Int. REv. E OF 1954, § 402; Wis. Stat. § 71.01 (3) (e) (1957); Wis. ADMIN. 
Cove § Tax 2.67 (d). 
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A qualified plan may be a very complex affair as is evidenced by 
the $500 minimum fee suggested by the State Bar of Wisconsin for 
creating a plan and qualifying it with the Treasury Department.® 
All of the suggestions contained in this paper are directed toward 
simplifying the plan for two reasons. First, a simple plan will work 
as well for a small corporation as the most complicated plan. Sec- 
ond, a complicated plan will not be adopted by the average farm 
or similar small corporation. 

A plan can qualify only if it is for the exclusive benefit of em- 
ployees or their beneficiaries.* Sole proprietors and partners are 
not eligible to participate in such plans because they are not em- 
ployees.’ However, a businessman who incorporates becomes an 
employee of the corporate entity and may participate in a plan.® 


A small, as well as a large, corporation can have a qualified plan. 
In fact, a plan that covered an employer’s only employee was 
approved.® However, a question does arise as to whether a small 
corporation that has only stockholder employees may have a quali- 
fied plan. The Commissioner, in a ruling prior to the 1954 Code, 
held that if a plan was to qualify, not more than 30 percent of an 
employer's contributions could be allocated to employees who each 
owned, directly or indirectly, 10 per cent or more of the employer's 
stock.1° Stock owned by an employee’s spouse and minor lineal 
descendants was considered owned by the employee for purposes 
of this rule.1t However, the Tax Court held this rule to be inappli- 
cable in the Volckening case,’* where as high as 58 percent of an 
employer’s contributions went to fund the pensions of the corpora- 
tion’s only two stockholders. Six other employees were covered by 
the plan. The stockholders were of advanced years as compared 
to the other participants, and the plan actually discriminated 
against the stockholders because their pensions were proportion- 
ately lower than those of the other employees due to the maximum 
pension prescribed by the plan. 

The present Treasury Regulation, instead of the 30 percent rule, 
states that a plan will not qualify if it is a subterfuge for profits to 





* See BRUMMUND, EsTATE PLANNING, (1957 Wisconsin Lawyers Seminars, Univ. 
of Wis. Extension Law) for techniques and forms. 

*Int. Rev. Cope or 1954, § 401 (a). 

Rev. “A 163 (2) (i) (1), 1957-1 Cum. Buix. 128, 134. 

* Treas. Reg. § 1.401-1 (b) (3) om... 

* Rev. Rul. 81, 1955-1 Cum. Butt. 3 

* 1.T. 3674, 1944 Cum. Butt. 315; Lt. $675, 1944. Cum. Bui. 316; LT. 3676, 
1944 Cum. Butt. 317. 

4 Ibid. 

* Volckening Inc., 13 T.C. 723 (1949). 
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shareholders, even if employees who are not shareholders benefit.* 
The opinion has been expressed that a plan covering only stock- 
holder employees can qualify if it is broad enough to cover non- 
stockholder employees engaged in the future." 

The Wisconsin Department of Taxation has expressed some 
doubt as to whether it will allow the special tax advantages to a 
plan that covers only stockholder employees.** The reasons given 
were that the plan would be merely a means of avoiding taxation 
and would not serve business purposes, such as attracting or retain- 
ing desirable employees.** However, the federal tax advantages 
alone may be sufficient to justify a plan that covers only stockholder 
employees. 


a. Pension Plans 


A pension plan, within the purview of section 401 of the Code, 
is a method of providing for the payment of definitely determin- 
able benefits to employees, usually upon retirement.’* In order 
for the benefits to be definitely determinable, the employer’s con- 
tributions to the plan must be a fixed amount or be capable of 
actuarial calculation.** Because the contributions are not based on 
profits,’® the pension plan is not particularly suitable for a small 
business such as a farm. The financial obligation required to main- 
tain a pension plan would probably be such a disadvantage to most 
smal] businesses that no further consideration will be given to this 


type of plan. 
b. Stock Bonus Plans 


Employer contributions to a stock bonus plan may be geared to 





“Treas. Reg. § 1.401-1 (b) (3) (1959). The Commissioner’s acquiescence in 
Volckening Inc., supra note 12, appears at 1950-1 Cum. Butt. 5, and the “subter- 
fuge” rule first appears at I.T. , 1950-2 Cum. BuLt. 61. 

™ Address by Isidore Goodman, Chief of the Pension Trust Branch of the 
Internal Revenue Service’s National Office, Tax Rulings Division. Tax Research 
Institute Report 5 (March 10, 1960). Several lawyers experienced in this field 
were asked about this problem, and they all expressed a similar opinion. One 
attorney said that he submitted a plan that covered only three stockholder 
employees. Three years of service were required for participation in the plan. 
However, two nonstockholder employees would have been covered also if the 
eligibility requirements had been only two years. The Treasury Department 
requested this change and approved the plan after the eligibility requirement 
was reduced to two years of service. 

* Interview with Tax Counsel, Wis. Dep’t of Taxation, in Madison, April 
7, 1960. 

%* Ibid. 

"Treas. Reg. § 1.401-1(b) (1) (i) (1959). 
* Ibid. 
* Ibid. 
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profits.*° This eliminates the disadvantage of a pension plan. How- 
ever, in a stock bonus plan, benefits are paid in the form of stock 
in the corporation.** Consequently, the stock bonus plan has no 
practical application in a closely held corporation. 


c. Profit-Sharing Plans 


A profit-sharing plan is the most practical type of retirement 
program for a small corporation. This type of plan is established 
and maintained by a corporation as a means of allowing its em- 
ployees or their beneficiaries to share in corporate profits.2* A 
plan must be for the exclusive benefit of employees or their bene- 
ficiaries and cannot, for this reason, be used as a device for meeting 
an employer’s obligation to contribute to a pension plan.** Since 
a profit-sharing plan is maintained as a means of allowing em- 
ployees to share in their employer's profits, certain limitations have 
been placed upon such things as employee contributions and the 
use of funds for purchasing life insurance protection for the par- 
ticipants. The portion of any employee’s fund used to purchase 
life insurance for him must remain less than one-half of the total 
allocated to his account without regard to fund income and capital 
gains and losses.** The insurance protection may not continue after 
the employee’s retirement.”® 

Voluntary employee contributions of up to 10 percent of an em- 
ployee’s compensation have been allowed for the purpose of 
encouraging saving.*® However, as is pointed out later, other objec- 
tions may arise if employee contributions are required for partici- 
pation in the plan.?’ 


(1) Qualification Requirements 


In a profit-sharing plan, contributions are paid into a trust where 
they must be allocated to the participants’ accounts by a fixed 
formula and distributed after a fixed number of years or upon the 
occurrence of some event, such as layoff, illness, disability, retire- 
ment, death or severance.** Distribution must be deferred at least 





* Treas. Reg. § 1.401-1 (b) (iii) (1959). 

™ Ibid. 

*™ Treas. Reg. § 1.401-1 (b) (ii) (1959). 

™ Treas. Reg. § 1.401-1 (b) (3) (1959). 

™* Rev. Rul. 51, 1954-1 Cum. But. 147, as amplified by Rev. Rul. 213, 1957-1 
Cum. Butt. 157. 

* Ibid. 

* Rev. Rul. 185, 1959-1 Cum. Butt. 86. 

* Rev. Rul. 163 (4) (g), 1957-1 Cum. But. 128, 141-42. 

* Treas. Reg. § 1.401-1 (b) (1) (ii) (1959). 
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two years unless it is upon the happening of one of the other enu- 
merated contingencies provided in the plan.*® To qualify under 
section 401 of the Code, the plan must: 1) be in writing;*° 2) be 
communicated to the employees;*! and 3) consist of a domestic 
trust*? which makes it impossible for the funds “to be used for, or 
diverted to, purposes other than for the exclusive benefit of . . . 
employees or their beneficiaries.”** 

Although an employer does not have to undertake a definite 
obligation to contribute in order to maintain a profit-sharing plan, 
contributions must be substantial and recurring, not merely occa- 
sional.** These contributions need not be made every year and the 
formula upon which contributions are based may be changed from 
year to year if the plan so provides. However, the Regulations 
require that the plan be permanent in order to qualify under sec- 
tion 401. Finally, an employer may reserve the right to amend or 
terminate the plan. 

The most emphasized prerequisite for qualification is that a plan 
may not discriminate “in favor of employees who are officers, share- 
holders, persons whose principal duties consist in supervising the 
work of other employees, or highly compensated employees.”** 
This theme pervades the portions of the Code, Regulations, and 
Rulings dealing with such plans.** 

The prohibited discrimination may occur if the eligibility re- 
quirements of a plan have the effect of excluding employees not 
within the enumerated classes.** However, the Code provides alter- 
native coverage requirements for qualification. A plan may qualify 
if it benefits at least 70 percent of all the employees, or at least 80 
percent of the employees who are eligible if at least 70 percent are 
eligible.** Employees who customarily do not work more than 20 
hours a week, those who customarily do not work more than five 
months in any calendar year, and those who have not been em- 
ployed the minimum period required by the plan, not to exceed 
five years, may be excluded in determining these percentages.*® 





* Rev. Rul. 231, 1954-1 Cum. Butt. 150. 

* Treas. Reg. § 1.401-1 (a) (2) (1959). 

™ Ibid. 

*InT. Rev. Cope or 1954, § 401 (a). 

* Ibid. 

“ Treas. Reg. § 1.401-1 (b) (2) (1959). 

“Int. Rev. Cope or 1954, § 401 (a) (4). 

* E.g., Int. Rev. Cope or 1954, § 401; Treas. Reg. § 1.401 (1959); Rev. Rul. 
163, 1957-1 Cum. Butt. 128. 

* Treas. Reg. § 1.401-1 (b) (3) — 

— Cope or 1954, § 401 (a) (3) (A). 
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These percentages must be met on at least one day of each quarter 
of the taxable year.*° In addition, a plan may qualify with a spe- 
cial classification found to be nondiscriminatory, irrespective of 
the percentage of employees that benefit.‘ 

The percentage requirements may be illustrated quite simply by 
assuming a corporation that has 10 employees excluding part time 
and seasonal employees and those who have not met the minimum 
service requirement as allowed by the Code.*? Assume next that all 
of the 10 employees are eligible to participate under the particular 
plan, but they are given the option to receive their shares of the 
profits at the end of the year or defer receipt for a stated number 
of years or until the happening of some stated contingency, such 
as death or retirement. The profit-sharing plan is a system of 
deferred compensation and those employees who elect to receive 
their shares at the end of the year are not considered as partici- 
pating in the plan, nor are they considered in determining whether 
the plan is discriminatory.** Therefore, under the 70 percent rule, 
at least 7 of the 10 employees must elect to defer receipt of their 
shares. A similar result occurs if the plan is contributory, i.e., one 
in which employees must contribute to participate. At least 7 of 
the 10 employees must choose to join the plan for proper coverage 
under the 70 percent rule. 

The other percentage test is also easy to illustrate. If, for exam- 
ple, the plan prescribed a minimum age requirement, not more 
than 3 of the 10 employees could thereby be excluded since 70 per- 
cent of the employees must be eligible to participate. If the plan 
also allowed employees to receive immediate payment of their 
share or to defer receipt, 80 percent of those eligible would have to 
elect deferment. The result is similar if the plan is contributory. 
Therefore, if 3 of the 10 employees are excluded by a minimum 
age requirement, not more than one of the eligible employees could 
elect to receive his share at the end of the year or refuse to join a 
contributory plan if at least 80 percent of the 70 percent eligible 
are to benefit. 

The foregoing examples illustrate the difficulties that may arise 
in a typical farm enterprise, where usually there are even fewer 
employees. If a corporation has only two or three employees, one 
ineligible employee will bar a plan from meeting the percentage 





“Int. Rev. Cope or 1954, § 401 (a) (3) (B); Treas. Reg. § 1.401-3(b) (1959). 
“Int. Rev. Cope or 1954, § 401 (a) (3) (A). 


“Int. Rev. Cove oF 1954, 401 (a) (6). 
“Treas. Reg. § 1.401-4 (a) (1) (ii) (1959). 
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tests. The same result follows if one of the two or three employees 
elects to receive his share at the end of the year or refuses to join a 
contributory plan. The special classification provision will prob- 
ably be of little or no value to a corporation that has only a few 
employees, such as a typical farm enterprise. Since the shareholder 
employees will want to participate, any special classification would 
probably be designed to exclude employees who are not share- 
holders, officers, supervisors, or highly compensated, and for this 
reason be discriminatory. For example, a large corporation might 
be able to get a favorable ruling on a plan that excludes hourly 
people and, for this reason, does not meet the percentage tests. 
Whereas, such a plan would no doubt fail in a small corporation 
if it had the effect of excluding the only employee who holds no 
stock in the corporation. The effects of a plan, as well as its form, 
are considered in determining whether the plan is discriminatory.** 


A plan may be carefully drafted to eliminate these problems. It 
should not contain any special eligibility requirements that might 
exclude any present or future employees, since this might prevent 
the plan from covering the requisite percentage of employees. A 
plan should not provide for an option to receive a share imme- 
diately, nor should it require employee contributions for participa- 
tion. Mandatory employee contributions may also cause the pro- 
hibited discrimination if lower paid employees cannot afford to 
participate.“ However, 6 percent of an employee’s compensation 
is generally not considered burdensome.“ 


A plan must not provide for contributions or benefits that dis- 
criminate in favor of employees who are shareholders, officers, 
supervisors, or highly compensated.** For example, assume that the 
share of an employer’s contributions allocable to each employee's 
account is based on the points earned by each employee as compared 
to the points earned by all of the participants. A plan that credits 
each employee with one point for every $50 of remuneration unless 
he is a shareholder, in which case he receives two points for every 
$50 of remuneration, will not qualify. However, a plan may pro- 
vide for contributions and benefits that bear a uniform relation to 





“Treas. Reg. § 1.401-1 (b) (3) (1959). 

“Rev. Rul. 163 (4) (g), 1957-1 Cum. Buti. 128, 141-42. 
“ Ibid. 

“Int. Rev. Cope or 1954, § 401 (a) (4). 
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either total compensation or the basic rate of compensation.** The 
foregoing example would not be objectionable if the shareholders 
also received one point for every $50 of remuneration, even though 
they receive a proportionately greater benefit due to their higher 
rates of compensation. This feature should appeal to stockholders, 
who will, of course, be interested in benefiting by their profit- 
sharing plan. 

An allocation formula may give points for past service if applied 
uniformly. However, service prior to incorporation may not be 
credited to the original sole proprietor or partners.*® Therefore, 
credit for past service may reduce a shareholder’s proportionate 
share of the benefits if there are nonshareholders who have worked 
for the company a considerable length of time. On the other hand, 
credits for past service will give the stockholders proportionately 
greater benefits than employees hired some time after a plan is 
instituted. 

Also, the original sole proprietor or partners may not use service 
prior to incorporation for purposes of meeting the minimum years 
of service required by a plan for participation.*® Therefore, if the 
former sole proprietor or partners establish a plan at the time of 
incorporation, they will not receive any of the economic benefits 
until the minimum service time they select has elapsed. On the 
other hand, the shareholders will probably not want to pay out a 
substantial portion of their contribution to an employee who works 
for the corporation only one or two years. This result may be 
avoided even though a plan has a very short, or even no, minimum 
service requirement for participation. The right to the amount 
allocated to each employee’s account does not have to vest in him 
immediately, 1.e., the share may be subject to forfeiture.51 However, 
the vesting provisions must not discriminate, and vesting must be 
complete at the end of a fixed number of years, or on the occur- 
rence of a contingency when distribution is to take place. Also, a 
plan will not qualify unless employees’ rights become fully vested 
when the plan is terminated or centributions are discontinued. A 





“Int. Rev. Cope or 1954, § 401 (a) (5). Section 401 (a) (5) of the Code also 
allows reduction or exclusion of contributions and ts based on that remu- 
neration subject to social security or other retirement benefits created under 
state or federal law. However, such a provision greatly complicates the plan and 
is hardly warranted in the farm or similar enterprise because of the fairly low 
incomes involved and the integration requirement that limit benefits based on 
remuneration not subject to social security or other State or Federal retirement 
plans. See Rev. Rul. 13, 1953-1 Cum. Bui. 294 for the bee rules. 

a Rul. 163 (2) (i) (1), 1957-1 Cum. Buir. 128, 134 
id. 


= Rev. Rul. 168 (5) (b), 1957-1 Cum. Buu. 128, 146-48. 
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plan can provide for vesting over a period of years so that an 
employee who terminates his service after a year or two will receive 
only a small percentage of the amount allocated to his account, and 
forfeit the remainder. However, nothing may revert back to the 
employer;*? the amount forfeited must be allocated among the 
remaining participants. Of course, the forfeiture may not be allo- 
cated in a discriminatory manner.** 


A plan will not qualify if it is designed to effect a large number 
of forfeitures that will inure to the benefit of shareholders, officers, 
supervisors, or highly compensated employees, who are usually 
more permanent than other employees.°* However, each case will 
depend on its particular facts. A progressively increasing rate of 
vesting might be satisfactory for most small corporations. For 
example, a plan could provide that an employee who severs his 
employment voluntarily, or is fired for just cause, will receive only 
5 percent of his fund after one year and an additional 10, 20, 30 
and 35 percent after the second, third, fourth, and fifth years, 
respectively. In this manner vesting is complete after a relatively 
short period of time, but an employee who quits his job after one 
or two years will receive only a small percentage of his fund. This 
vesting provision also gives a greater incentive each year for a new 
employee to remain with the company. 


A plan may prescribe different eligibility requirements for future 
employees if present employees who are officers, shareholders, 
supervisors, or highly compensated can meet the requirements for 
new employees.*> For example, if a plan covers present employees 
regardless of age, but requires that future employees be at least 30 
years old to participate, it will qualify only if all the participating 
stockholders, officers, supervisors, and highly compensated em- 
ployees are at least 30 years old. The important thing to remember 
in qualifying a plan is that it must not violate the prohibited dis- 
crimination in form or effect.*¢ 


Wisconsin does not have any statutory provisions similar to sec- 
tion 401. However, certification that a plan has qualified under the 
Code is required by the Wisconsin Department of Taxation.*" If 
a plan is not qualified under the federal law, it will be carefully 





= Int. Rev. Cope oF 1954, § 401 (a) (2). 

= Treas. Reg. § 1.401-4 (a) (1) (iii) (1959). 

“ Rev. Rul. 163 (5) (a) (1), 1957-1 Cum. Buti. 128, 146. 
de Rul. 163 OP po oo 128, 141. 

= Wis, Abe. Coue § §T 2 3 65 (b). 
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scrutinized and may or may not be approved depending upon the 
particular facts of the case.** 


(2) Deductibility of Employer Contributions 


Employer contributions to a profit-sharing plan, made in a tax- 
able year for which the trust is exempt under section 501(a) of the 
Code, are deductible immediately for purposes of the employer’s 
federal income tax.*® The contributions must be ordinary and 
necessary expenses under either section 162 or section 212 of the 
Code.** The maximum deduction allowable is 15 percent of the 
compensation otherwise paid or accrued during the taxable year 
to all of the participants.* However, if a greater amount is con- 
tributed, the excess over 15 percent may be deducted in succeeding 
years when the contribution is less than the 15 percent limit; but 
the carryover together with the current contribution for the suc- 
ceeding year cannot exceed 15 percent of the compensation other- 
wise paid or accrued to all the participants during such succeeding 
year. 

On the other hand, if less than the allowable deduction is con- 
tributed in any year, or if no contribution is made, a credit may 
be carried forward, but the additional deduction in any year cannot 
exceed the 15 percent limit for that year. Thus, the total deduct- 
ible contribution for one year may be as high as 30 percent of the 
compensation otherwise paid or accrued during that year to all of 
the participants.** These limitations allow deductions to average 
15 percent of the compensation otherwise paid or accrued to all 
the participants for the entire period the plan is in effect. 

If the plan does not qualify the employer may still deduct the 
contribution if the employees’ rights were nonforfeitable when the 
contributions were made.** It should be noted that employees’ 





“Interview with Tax Counsel, Wis. Dep’t of Taxation, in Madison, April 
7, 1960. 

"Int. Rev. Cope oF 1954, § ede A @) ) (A). The employer must submit the 
applicable information listed in eg. § 1.404(a)-2 (1959) to claim the 

uction. 

“Int. Rev. Cope or 1954, § 404 

“Int. Rev. Cope or 1954, fang s) (A); see also, Rev. Rul. 378, 1957-2 Cum. 
Butt. 268. 

@ Treas. Reg. § 1.404 (a)-9(d) (1959). 

“Int. Rev. Cope or 1954, §404 (a) (5). An advanced determination of qualifi- 
cation may be obtained which, in at least one case, has been held binding on 
the Revenue Service in the absence of a change in law or facts. H.S.D. Co. v 
Kavanagh, 191 F.2d 831, 41 A.F.T.R. 147 (6th Cir. 1951). A new plan may deo 
contain a provision for the return of emp’ contributions made prior to the 
initial determination as to qualification if, and only if, such determination is 
unfavorable. Rev. Rul. 38, 1959-1 Cum. Buxx. 10. 
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rights are subject to forfeiture under the vesting provisions pre- 
viously suggested. 

Payments to an irrevocable profit-sharing trust in which an 
employer has no reversionary interest are deductible immediately 
for Wisconsin income tax purposes without any percentage limita- 
tions as long as they are ordinary and necessary business expenses 
and are reasonable in amount.** The plan must be approved by 
the Wisconsin Department of Taxation and will be carefully scru- 
tinized if it has not qualified under the federal law.* 


(3) Taxation of the Trust 


The trust forming part of a qualified plan is exempt from federal 
income tax as long as it does not engage in any transaction pro- 
hibited by sections 502, 503, and 504 of the Code.** These prohibi- 
tions include such things as loans without receipt of adequate 
security and a reasonable rate of interest,®’ and substantial pur- 
chases of securities for more than an adequate consideration.** The 
use of a corporate trustee will greatly reduce the possibility of run- 
ning afoul of these provisions. 

A trust forming part of a plan approved by the Wisconsin Depart- 
ment of Taxation is also exempt from Wisconsin income tax.*® 


(4) Taxation of the Employee 


If a plan is qualified, an employee does not pay federal income 
tax until the fund is actually distributed or made available to 
him.”® The important consideration is that the benefits may not 
be “made available” if taxation is to be deferred until actual dis- 
tribution. Therefore, in order to postpone taxation, some sub- 





“Wis. Stat. § 71.04(1) (1957); Wis. ApM. Cope § Tax 3.08(a). The employer 
must report his contributions on his Wisconsin Income Tax Form 9. In addition, 
if the trust receives ome y other than income from investments, at an annual 
rate in excess of $2,000, or if 25 or more persons employed in Wisconsin benefit 
under the plan, the employer must report his contributions to the state insurance 
commissioner. Wis. STAT. §§ 211.03, .12 (1957). 

®Ibid. Interview with Tax Counsel, Wis. Dep’t of Taxation, in Madison, 
April 7, 1960. 

“Int. Rev. Cope or 1954, § 501 (a). However, the trust is taxed on any un- 
related business income. See Int. Rev. Cope oF 1954, §§ 511-14. 

“Int. Rev. Cope oF 1954, § 503 (c) (1). 

®InT. Rev. Cope oF 1954, § 503 (c) (4). 

® Wis. STAT. § 71.01 (3) (e) (1957); Wis. ApMIN. Cope § Tax 3.63. The informa- 
tion listed in Wis. ADMIN. Cope § Tax 3.63 must be filed to claim the exemption. 
In addition, if the trust receives payments, other than income from investments, 
at an annual rate in excess of $2,000, or if 25 or more persons employed in Wis- 
consin benefit under the plan, the trustee must register the plan with the state 
insurance commissioner and must file annual rts with the commissioner. 
Wis. Stat. § 211.03 (1957); Wis. Laws 1959, ch. tt 1, 2. 

*InT. Rev. Cope or 1954, §§ 402 (a) (1), 402 (b). 
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stantial condition must be attached to a participant’s right of with- 
drawal, such as a penalty or a prior irrevocable election to defer 
distribution." Even with a penalty provision, if an employee with- 
draws any amount, he will be taxed on everything he could have 
withdrawn notwithstanding the fact that he would have to incur 
another penalty to do so.”* Another danger in allowing with- 
drawals is that employees who withdraw are not considered as par- 
ticipants when the Revenue Service determines whether the plan 
violates the prohibition against discrimination."* 

The Revenue Service allows loans up to an employee's vested 
interest, but will consider them as taxable distributions if an inten- 
tion to collect them is lacking.** However, the Wisconsin statutes 
appear to prohibit loans in some cases.’* In the typical small cor- 
poration, the primary beneficiaries of a plan will be stockholders 
who themselves decide upon the amount of the employer’s contri- 
bution. Since they can elect not to contribute in a particular year, 
the necessity of withdrawal or loan provisions is reduced. If the 
corporation wants to include one of these provisions, the loan 
privilege, if not prohibited by the Wisconsin statutes,”* would be 
the safest from both the discrimination and tax aspects. 

Distribution from a trust exempt under section 501 of the Code 
is taxed as a long-term capital gain if the entire amount allocated 
to an employee is paid or made available to him within one of his 
taxable years on account of his complete retirement or other sepa- 
ration from service.” This applies to a lump sum payment even 
though some amount was distributed earlier, or some additional 





™ Rev. Rul. 423, 1955-1 Cum. BuLt. 41. 
™ Rev. Rul. 230, 1958-1 Cum. BuLv. 204. 
™ Treas. Reg ef 1.401-4 (a) (1) (ii) (1959). 
™ Rev. Rul. 163 (5) (m), 1957-1 Cum. Butt. 128, 152. 
™ Any plan that receives payments, other than income from investments, at 
an annual rate in excess of $2,000, or that benefits 25 or more ns employed 
in Wisconsin is subject to Wis. Stat. ch. 211 (1957). Wis. Stat. § 211.14 (2) 71957) 
= that no employer or employee shall “receive any payment, commission, 
service or any other thing of value from such employe welfare fund . 
except that any such person may receive any benefits under an employe welfare 
plan to which he is otherwise entitled. 
The Wisconsin Insurance Commission has issued a preliminary draft of a 
proposed ruling giving its interpretation of this statute. The draft states that 
the statute does not prohibit a loan to a participating employer or employee 
- . - from a fund if such loan is made at arms-length according to such 
terms and conditions, including but not limited to the rate of interest and 
duration of the loan and the nature and amount of security pledged there- 
for, as would be required at such time by an independent financial insti- 
tution or other business organization engaged in making such loans which 
has ee of all facts Pertinent thereto which are known by such 


w Employer . . . for employe}.” 
"Int. Rev. Cope oF 1954, § 402 (a) (2). 
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amount may be paid later on account of the employee's last year of 
service.** Amounts contributed by a participant were included in 
his gross income in the year when earned and are not taxed again.”® 
Any employer contributions that were includible in the gross in- 
come of an employee at the time the contributions were made, or 
would not have been includible in his gross income if paid directly 
to him at that time, are deemed to have been contributed by the 
employee and are not taxed when. distributed.*° 

Any other amount made available or distributed from an exempt 
trust is taxed as an annuity.* Under the annuity provisions, the 
amounts distributed or made available are includible in the gross 
income of an employee.*? An employee’s contributions, or those 
deemed made by him, are considered as his investment in the con- 
tract and are not included in his gross income.** 

The favorable long-term capital gain treatment applies only to 
the lump sum distribution previously described, but the receipt 
of the entire fund in one taxable year may more than offset the 
advantage of the lower rate. However, a plan may allow an em- 
ployee to elect, within 60 days after the lump sum becomes payable, 
to have the trustee purchase an annuity contract with his entire 
interest, in which case the employee will be taxed on the annuity 
and not the lump sum.** Such a provision also allows an employee 
to balance the tax factors with his immediate need for cash at the 
time of severance. An employee will receive the most favorable 
tax treatment possible if the plan provides for lump sum distribution 
only upon complete retirement, or other separation from service, 
with the right to elect, within 60 days after this amount becomes 
payable, to take an annuity contract in lieu of the lump sum. 

Some employees, especially the younger ones, will want their 
money before retirement or other severance. A term may be added 





® Treas. Reg. § 1.402 (a)-1 (a) (6) (i) (1959). 

™InT. Rev. Cope oF 1954, § 402 (a) (2). 

*InT. Rev. Cope oF 1954, § 72(f). An example of the first situation occurs 
when an employer contributes to a nonexempt trust and the employee's rights 
are nonforfeitable. See also note 97 infra an wwe, me ge bee 

“Int. Rev. Cope or 1954, §§ 402 (a) (1), 72 [except that su ion (e) (3) does 
not apply]. 

"Int. Rev. Cope oF 1954, § 72 (c) (1). 

* Int. Rev. Cope or 1954, §§ 72 (c) (1), (f). 

“Int. Rev. Cope oF 1954, § 402 (a) (2). 

* Int. Rev. Cope or 1954, § 72 (h); Rev. Rul. 94, 1959-1 Cum. BuLL. 25. Section 
72 (h) of the Code seems to be broad enough to cover the case where the trust 
pays the annuity (which would have to be for a term certain since the employee's 

nd would be insufficient to pay an annuity for life if the employee ou his 
life expectancy), but Rev. Rul. 94, 1959-1 Cum. Bui. 25 is specifically limited 
to the case where the trustee purchases an annuity contract for the employee. 


-s 
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that allows this without having the fund deemed “made available” 
and taxable in case an employee decides that he wants to defer 
distribution until retirement or other separation from service.* 
This result was accomplished in one plan which required each 
employee to make an irrevocable election whether to receive his 
benefits at the end of the fifteenth year or wait until retirement.** 
Under this plan an employee was required to make this election 
before the end of his fourteenth year of participation. Of course, 
long-term capital gains treatment would not be available if an 
employee elected to receive his share at the end of the fifteenth 
year.®* 

Employer contributions made during a taxable year which ends 
with or within a taxable year of the trust, for which the trust is not 
exempt under section 501(a), are includible in the gross incomes 
of employees immediately if there beneficial interest in the con- 
tributions are nonforfeitable at that time.** If the employees’ rights 
are forfeitable when the contributions are made, the amounts do 
not have to be included in their gross incomes when they become 
nonforfeitable, but are includible when distributed or made avail- 
able.*° Any amount distributed or made available by a nonexempt 
trust, whether in a lump sum or otherwise, is taxed under the 
annuity provisions.** 

Under Wisconsin law, an employee does not have to pay income 
tax on the amounts in excess of his own contributions until actually 
distributed or made available to him.*? Of course, the plan must 
meet the approval of the Wisconsin Department of Taxation. 
Regardless of the method of distribution, an employee will be taxed 
on essentially the same amount, i.e., the lump sum payment or the 
value of the annuity contract purchased.” 


(5) Taxation of an Employee’s Estate and Beneficiaries 


The profit-sharing pian also offers special tax treatment for 
beneficiaries of a deceased employee who receive the employee's 
share of the fund. A plan may allow employees to designate bene- 





* Rev. Rul. 425, 1955-1 Cum. But. 43. 

™ Ibid. 

“Int. Rev. Cope or 1954, § mor See text accompanying note 85 supra. 

Int. Rev. Cope or 1954, bet, 

“Ibid. Treas. Reg. Pare or ty (1), 1.402 (b)-1 (b) (1959). 

" Int. Rev. Cope oF | 

* Wis. Stat. § 71.01 (3) (e) b i98, ws ApM. Cope § Tax 2.67 (d). 

“Interview with Tax Counsel, Wis. Dep’t of Taxation, in Madison, April 
7, 1960. 

™ Ibid. 
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ficiaries without restriction, or may restrict designation “to specified 
persons, or to a group of persons, who are the natural objects of the 
employees’ bounty, his estate, or his dependents.”®* A participant's 
beneficiaries receive the same federal income tax treatment as the 
participant.** Only amounts in excess of an employee’s contribu- 
tions, or those deemed made by him, are includible in gross in- 
come.*? The long-term capital gains tax applies to beneficiaries if 
they receive total distribution in one taxable year on account of 
an employee's death, either before or after separation from service.** 

The estate or beneficiaries of an employee may exclude from 
gross income an aggregate amount, not to exceed $5000, of the pay- 
ments made by an employer on account of an employee's death. 
This is true whether the amount is paid as a lump sum or not, but 
this exemption does “not apply to amounts with respect to which 
the employee possessed, immediately before his death, a nonfor- 
feitable right to receive the amounts while living.”®® However, the 
exemption is applicable if total distribution is made from a quali- 
fied plan within one taxable year of the distributee, without regard 
to whether the employee's rights to the amount were forfeitable or 
nonforfeitable.*° Since the combination of the $5000 exemption 
and the long-term capital gains tax may lose its advantage due to 
the receipt of a large lump sum, a plan should allow the benefi- 
ciaries to elect, within 60 days after the lump sum becomes payable, 
to take an annuity in lieu of the lump sum; in which case the 
annuity tax provision should apply.’* 

The beneficiaries of a deceased employee do not have to pay 
Wisconsin income tax on amounts attributable to either an em- 
ployer’s or an employee's contributions.? 

Under federal law, the amounts paid to any beneficiary, other 
than an employee’s executor, are excluded from a deceased em- 
ployee’s gross estate if the plan was qualified when he separated 
from service, or when the plan was terminated, if that occurred 





* Rev. Rul. 163 (2) (j), 1957-1 Cum. Bux. 128, 135. 

“Int. Rev. Cope or 1954, § 402. 

"Int. Rev. Cope oF 1954, § 402 (a). 

* Int. Rev. Cope or 1954, 402 (a (2). 

*InT. Rev. Cope oF 1954, § 101 (b). 

% Ibid. 

“Int. Rev. Cope oF 1954, § 72(h) seems to be broad enough to allow the 
employee’s beneficiaries this election, but Rev. Rul. 94, 1959-1 Cum. Buy. 25 
that holds that this section of the Code is applicable to distributions to an 
employee does not deal with the case where distribution is to an employee's 
beneficiaries. 

2 Interview with Tax Counsel, Wis. Dep’t of Taxation, in Madison, April 
7, 1960; see also, Estate of Stone, 10 Wis.2d 467, 103 N.W.2d 663 (1960). 
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first. However, no exclusion is allowed for the proportion of the 
payments that an employee’s contributions bear to the total con- 
tributions.1° 

In Wisconsin, benefit payments to any beneficiary, including the 
decedent's estate, due to both an employer’s and an employee's con- 
tributions, are considered subject to inheritance tax as the transfer 
of a right. In a recent Wisconsin case’ a participant under a 
qualified pension plan elected the joint and survivor option allowed 
by the plan. This option provided that the amount of normal life 
annuity payable to an employee upon retirement would be reduced, 
and this reduced amount would be paid to the employee for life 
and then to his spouse for life. The plan also provided that this 
reduced amount would be paid to the spouse for life if an employee 
elected this option and died after his sixtieth birthday, but before 
retirement. The participant was actively employed and over sixty 
when he died. The State contended that participant’s election was 
a transfer subject to Wisconsin inheritance tax under section 
72.01(3)(b) of the Wisconsin statutes. The county court held that 
the amounts payable to the spouse were not includible in the dece- 
dent’s taxable estate. On appeal the Wisconsin Supreme Court 
held that the employee’s election amounted to a taxable “transfer” 
of “property” within the purview of section 72.01(3)(b). Although 
portions of the opinion seem to limit the holding to the particular 
facts of the case, the decision as a whole seems to indicate that the 
court will treat any amounts payable to a beneficiary as part of an 
employee's taxable estate if the employee had any option as to the 
distribution of such benefits; and this probably includes the desig- 
nation of beneficiaries.’ 


(6) Availability of the Funds 


A profit-sharing plan is not a savings account for employees that 





8 Int. Rev. Cope or 1954, § 2039 (c). 
™ Wis. Stat. § 72.01 (3)(b) (1957); interview with Inheritance Tax Counsel, 
Wis. Dep’t of Taxation, in Madison, April 11, 1960. 
* Estate of Stone, 10 Wis.2d 467, 103 N.W.2d 663 (1960). 
Perhaps the effect of Estate of Stone, ibid., can be avoided if the a 
designated the beneficiaries without giving any option to the participants. 
Rul. 54, 1954-2 Cum. But. 239 provides. 
“[A]ithough the employees are not granted the unrestricted right to ° 
nate their own beneficiaries, a o may qualify under aa 165 (a) of the 
[Int. Rev. Cope or 1954, § 401] if a provision is made naming as benefi- 
ciaries the estate of the employee, dependents of the employee, or persons 
who are the natural objects of an employee’s bounty.” 
However, the court would be likely to treat such a scheme as illusory in 
plan that includes only stockholders, or practically all stockholders, and reach 
the same result as in Estate of Stone. 


desi; 
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may be depleted and replenished as their immediate needs change. 
It is primarily a means of putting money away for retirement. From 
this point of view, the restrictions that must be placed on the avail- 
ability of the fund should not distract from the many advantages of 
a profit-sharing plan. 

A small businessman will want to know if he can use the trust 
corpus for his business if it becomes necessary. The Wisconsin 
statutes appear to prohibit loans_to either the employer or the 
employees from certain funds.1°%* The Internal Revenue Code per- 
mits loans if the trustees receive adequate security and a reasonable 
rate of interest.1°° This puts a businessman in no better position 
than if he had gone to a bank for a loan. However, when a business- 
man borrows as an employee of the corporation, the trustees already 
have adequate security in the form of the employee’s vested interest 
in the fund.2® In the first few years of participation, the stock- 
holders’ vested interests will probably be quite low under the 
terms of the plan. This is not a serious probiem since the amount 
tied up in the fund will still be small, and the stockholders can 
vote not to contribute to the plan if the business needs money. 


3. COMPENSATION DEFERRAL CONTRACTS 


The qualified profit-sharing plan has some inherent disadvan- 
tages. Contributions must be paid to the trustee in cash. The plan 
may not benefit the shareholders economically because of the dis- 
crimination prohibitions that dictate inclusion of nonshareholder 
employees. Also, employees who are approaching retirement age 
may not have enough years of service ahead of them to benefit 
substantially from the plan. 

Compensation deferral contracts between the corporation and 
its employees can overcome some of the disadvantages of a qualified 
plan; however, some of the tax advantages will be lost. These con- 
tracts are designed to defer an employee's receipt, and inclusion in 
his gross income, of a share of his compensation until a year when 
he has little or no other taxable income. A corporation may enter 
into a compensation deferral contract with one or a number of its 
employees, such as those too close to retirement age to benefit sub- 
stantially from a qualified plan. Also, there are no requisite cover- 
age requirements or prohibitions against discrimination, as in the 
case of a qualified plan. 





7 See note 75 supra. 
8 INT. Rev. Cope oF 1954, § 503 (c) (1). 
See Rev. Rul. 163, 1957-1 Cum. But. 128, 152. 
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Under the cash receipts and disbursements method of accounting, 
an employee, for federal income tax purposes, must include in his 
gross income all amounts actually or constructively received during 
a taxable year. If taxation is to be deferred until actual payment, 
substantial restrictions must be placed on an employee's control of 
the receipt of this income so that it will not be deemed construc- 
tively received by him.’ In one case, a taxpayer was not deemed 
to have constructively received amounts that were credited to his 
account on the corporation’s books and were to be distributed in 
stated installments either when: (a) his employment was terminated; 
(b) he became a part time employee; or (c) he became partially or 
totally incapacitated. The corporation had only a contractual 
obligation to make the payments and did not hold the amounts in 
trust. Furthermore, the contract did not contain any forfeiture 
provisions.*** An interesting and important point to note is that 
if these amounts had been paid to a nonexempt trust, they would 
have been includible in an employee's gross income immediately 
because his right to receive them was nonforfeitable.* However, 
this provision of the Code is inapplicable if a corporation's obliga- 
tion to pay the amounts when due is merely contractual and no 
trust is involved.** Thus, under these facts a compensation de- 
ferral contract permits postponement of federal income tax where 
an unqualified profit-sharing plan would not. 


A compensation deferral contract may defer some fixed amount 
of an employee’s compensation or some share of a corporation’s 
profits, but the restrictions that must be placed on an employee's 
control over the deferred share in order to avoid the constructive 
receipt doctrine depend on the specific facts of each case.1*5 


Wisconsin also has provisions that require compensation to be 
included in an employee’s gross income in the year when actually 
received or made available.** It would seem that the same restric- 
tions that avoid the constructive receipt doctrine for federal income 
tax purposes would work for Wisconsin income tax purposes. How- 
ever, the Wisconsin Department of Taxation has indicated that it 
will tax an employee on the deferred share immediately on the 





™ Treas. . § 1451-1 1959); Treas. - 1,446-1 (c) (1 1959). 
™ Treas. Ree. { 1451-2) (195 . ae: QMO GM 
™ Rev. Rul. 60-31, 1960 Int. Rev. Buy. No. 5, at 17. 

™ Int. Rev. Cope oF 1954, § 402 (b). 

™ Rev. Rul. 60-31, 1960 Int. Rev. Buy. No. 5, at 17. 

™8 Ibid. 

™ Wis. Stat. § 71.03 (1) (a) (1957); Wis. Apmin. Cong, § Tax 2.67. 
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theory that it was made available, since the employee could have 
received it except for his election to defer receipt.” 


An employer cannot deduct the deferred compensation for fed- 
eral income tax purposes until the taxable year when actually paid 
to its employee.*** Of course, the total compensation paid to any 
employee must qualify as an ordinary and necessary expense under 
section 162 or section 212 of the Code.1® In Wisconsin, an employer 
may deduct the amounts for the taxable year when actually paid 
to an employee if the total compensation is reasonable in amount 
for the services rendered.}*° 


Since an employee has a nonforfeitable right to the compensa- 
tion during his life, his beneficiaries will not get the $5000 exclu- 
sion from federal income tax that applies to distributions from a 
qualified plan.*** The amount will also be included in the em- 
ployee’s gross estate for federal estate tax purposes.1*? The amount 
paid to an employee's beneficiaries will be considered the transfer 
of a right and subject to Wisconsin inheritance tax.1** 


4. SaLary CONTINUATION 


If a shareholder employee who has been participating in a profit- 
sharing plan or compensation deferral contract becomes incapaci- 
tated so that he can no longer work or dies before reaching normal 
retirement age, his deferred compensation may be inadequate. The 
occurrence of either of these events can best be met by adequate 
insurance coverage. A plan for the continuation of salary payments 
to an employee or his beneficiaries would help alleviate the situa- 
tion. However, continuation of salary payments without receiving 
any services would probably be an undue financial burden on most 
small corporations. 

An employer can deduct such payments for federal income tax 
purposes in the year when actually made, subject to the general 
tests of reasonableness.1*%* The Wisconsin Department of Taxation 





41 Interview with Tax Counsel, Wis. Dep’t of Taxation, in Madison, April 
7, 1960. This suggests the possibility of not giving the employee any right to 
elect his choice. However, this scheme would no doubt be considered merely 
illusory where a closely held corporation was involved. 

™8 Int. Rev. Cope or 1954, rece Rev. Rul. 60-31, 1960 Int. Rev. BuLL. 
No. 5, at 17. 

9 Int. Rev. Cope oF 1954, A So 

” Wis. Stat. § 71.04 (1) a 1 a 

™ Int. Rev. CopE OF oose) >) ®)- 

2 Int. Rev. CODE OF 1954" 

™ Wis. Stat. § 72.01 (3) (b) 198%). ew a Inheritance Tax Counsel, 
Wis. Dep't of Taxation, in Madison, A - 

%* Int. Rev. Cope oF 1954, § 404 (a) (5), a Rul, 212, 1955-1 Cum. Bui, 299. 
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will allow an employer a deduction only if the payments qualify as 
ordinary and necessary business expenses, they are reasonable in 
amount, and they are made pursuant to a retirement plan agree- 
ment.??° Thus, in most cases no deduction will be allowable. 

Ordinarily, pensions paid to an employee are gross income for 
federal income tax purposes.'*° However, voluntary payments by a 
corporation to a deceased employee’s widow are generally held by 
the federal courts to be gifts if the widow has rendered no services 
to the corporation.1**7 This is true even though the widow owns 
considerable stock in the corporation.’*® The Wisconsin Depart- 
ment of Taxation generally considers such payments to be taxable 
to the recipient employee or beneficiary as gifts.'*° 


5. CONCLUSION 


A qualified profit-sharing plan can work for a farm corporation. 
A profit-sharing plan is the most flexible of the qualified plans, 
and it has much greater potential than a compensation deferral 
contract because of the tax free accumulation that a qualified trust 
enjoys. The chief tax saving feature of a qualified profit-sharing 
plan is that payments are taxed at a lower rate than if they had 
been paid over during a participant's active years of employment. 
Thus, the greater a participant’s salary, the greater are the possible 
tax savings, both absolute and proportionate. Unfortunately, most 
farmers are in the lower tax brackets. For this reason the tax saving 
potential of a qualified plan is low for a farmer, and the inclusion 
of one nonstockholder employee may completely destroy the tax 
advantages of the plan. 


A compensation deferral contract can overcome the problem of 
necessary inclusion of nonstockholder employees. However, as with 
a qualified plan, the tax saving potential of a compensation deferral 
contract is low due to the fairly low income of the average farmer. 


Salary continuation should be avoided because of the strain it 
puts on a small corporation. However, it is a method by which the 





48 Wis. ADMIN. Cope, § Tax 3.08(1). A deduction was not allowed in one 
Wisconsin tax case because the corporation had no sustained and continued 
binding it to make payments. Monarch Mfg. Co. v. Wisconsin Dep't of 

axation, Wis. Bd. of Tax Appeals, June 29, 1949. 

%* Int. Rev. Cope oF 1954, § 61.11; Treas. Ree: § 1.61-11 (a) (1959). 

™ Friedlander v. United States, 1 A.F.T.R.2d 620 (E.D. Wis. 1958); Hardy v. 
United States, 1 A.F.T.R.2d 1647 (W.D. Ky. 1958); Jones v. Squire, 1 A.F.T.R.2d 
1909 (W.D. Wash. 1958). 

4% Ibid. 

Interview with Tax Counsel, Wis. Dep’t of Taxation, in Madison, April 
7, 1960. 
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owners of a family corporation can care for an incapacitated mem- 
ber of the family for less money than if each shareholder had to 
contribute to such support individually. 


Daviw M. HEcnut 
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PART III—-A CASE EXAMPLE 


When a farm client asks his attorney whether he should incor- 
porate his farm business, the lawyer must weigh all the considera- 
tions previously discussed. These considerations are neither all 
favorable nor unfavorable to incorporation. In an effort to test 
the practicability of making a recommendation based on the pre- 
ceding analysis of the problems, facts illustrative of an existing 
farm situation are set forth and the desirability of incorporating 
appraised. Considerations discussed in Parts I and II which seem 
unimportant to this case example are not mentioned. 


1. The Facts 
a. Family 


Father, age 59, actively works the farm assisted by his wife and 
two sons. 

Mother, age 63. 

Daughter, age 35, married and living in Iowa with her farmer 
husband. 

Son-1, age 33, married and has two sons. 

Son-2, age 29, not married. 


b. Present Business Arrangement 


The father and the two sons are operating the farm business as 
a partnership. Profits are divided 40 percent to the father and 30 
percent to each son. The father and mother own the real estate 
which is used by the partnership, the sons own the dairy herd, and 
the three partners own the machinery. Estimated values are: land 
—$50,000, herd—$10,000 and machinery—$20,000. 

The partnership is working very well with no serious complaints 
by any partner. Neither son plans to leave the business. 


c. Other Relevant Information 


Federal income tax returns for the past six years and answers to 
questions relating to control, expansion, and retirement plans pro- 
vide further facts which will be referred to in the analysis. 


2. Operating and Transfer Planning 
a. Distribution of Interests 


The present plan of a 40-30-30 split of business profits is satisfac- 
tory. The partners assume that the values of their labor contribu- 
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tions, considering the father’s management, are in that proportion. 
If so, the percentage values of their property asset contributions 
should also be 40-30-30. This could be determined quite accurately 
if title to business assets were placed in a corporation. Inequalities 
in value could be adjusted by promissory notes. 

Furthermore, the father and mother have indicated a willingness 
to sell a larger percentage of the assets to the sons after the father 
reaches 65. Also, upon the death of the surviving parent, one-fifth 
of his estate is to be given to the daughter. These desires could be 
accomplished most conveniently by transferring shares of stock. 


b. Control 


The father and mother wish to retain complete control of the 
business until the father reaches 65 years of age. The present part- 
nership agreement gives the father that control as to all manage- 
ment decisions, with a few exceptions, and there appears to be 
little likelihood of any partner forcing a dissolution. Thus, the 
absolute control which can be maintained by ownership of more 
than 50 percent of the stock of a corporation is not as important 
to this father as it would be in a more argumentative family. Un- 
doubtedly, the control of a corporation can be firmer than that of 
a partnership composed of partners with substantial interests. 

It should be noted that the parents in this case want control 
even though they ask only 40 percent of the issued stock. Unless 
there is further planning, the sons could control the business with 
their 60 percent. Of course, control can be maintained by the 
father who owns the 40 percent of the stock by issuing two classes 
of stock or by use of the other techniques described in Part II. 
However, if an election under subchapter S is planned to avoid the 
federal income tax on corporations, there can be only one class of 
stock. Therefore, if an S election is contemplated, the attorney 
should suggest that the parents retain more than 50 percent of the 
stock—instead of the 40 percent suggested by the father. 

After the death of the surviving parent, one-fifth of his estate is 
to be given to the daughter. In the absence of sufficient other 
assets, she will receive a part interest in the business. However, 
the father wishes the sons to control the business. If the daughter 
were to receive shares of stock in a corporation, the sons together 
would maintain absolute control; this might be preferable to having 
her as a one-fifth owner of the assets of a sole proprietorship or 
partnership, where she would have greater authority to make 
demands and perhaps be a disrupting influence in the business. 
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If a corporation is organized, the joint control of the sons after 
the surviving parent's death should be planned. The corporation 
is the most stable form of business organization and tends to require 
cooperation of co-owners who have equal shares, because of the 
absence of alternatives. The father, therefore, should keep the 
percentage of stock owned by each son equal until his death, and 
their rights to acquire shares from the daughter should be con- 
trolled by contract so as to continue that balance. 


c. Expansion 


This business group has decided to buy some additional land, 
when available, and to build a pole barn. Since both sons are in 
debt to the father as a result of earlier purchases of cattle and 
machinery, the financing of the proposed expansion probably will 
be provided by the father. If incorporated, the business can issue 
stock to the father to evidence his additional investment. To handle 
such a transaction accurately with a partnership would require a 
rather troublesome adjustment of shares on the partnership books; 
to handle this with personal notes of the sons probably would lead 
to interest payments which would be burdensome to the sons. 


3. Retirement Planning 
a. Social Security 


From his federal income tax returns, it is determined that since 
1955 the father has been paying social security tax on his income 
from self-employment. Thus, he came under social security as soon 
as possible for a self-employed farmer. However, except for 1957 
he has not paid on the maximum income subject to social security 
tax because his income has been less than that maximum. It is to his 
advantage to pay on the maximum figure from now until retire- 
ment because, in that way, he can approach as nearly as possible 
the maximum monthly benefits. The maximum income subject 
to social security tax is now $4,800. 

It seems reasonable to predict that the father’s net income from 
the farm partnership will not equal or exceed $4,800 per year for 
the years 1960 through 1965, the latter date being the year the 
father attains age 65. Yet, the farm business earns good income 
each year so that it is probable that a salary of $4,800 per year to 
the father could be justified. (His share of the partnership income 
in 1959 was $4,700.) However, no more should be paid him than 
reasonably can be justified as earned salary. 














July] FAMILY FARM CORPORATIONS 657 


If the father is entitled to and does pay social security tax on a 
net income of $4,800 per year until his retirement at the end of 
1965, he will be entitled to a monthly social security benefit of 
$115. The mother will receive an additional $57.50 monthly, as 
his wife, making a total retirement income for these parents of 
$172.50 per month as long as they both live. If the father dies 
leaving the mother surviving, her social security income will be 
$86.30 per month. 

It is important to compare these benefits with those which would 
be realized if a suggestion of the father were adopted. When asked 
what annual salaries should be paid by the corporation to the 
father, mother, and two sons, he suggested: father—$1,200.00; 
mother—$1,200.00; each son—$2,400.00. 

Payment of $1,200 per year to the mother would not be helpful 
for social security purposes because, under the facts here presented, 
her benefits as a wife or widow would exceed her benefits as a 
retired employee. In such a situation, the individual receives the 
larger benefit, but not the total of the two benefits. 

Payment of an annual salary of $1,200 to the father for the years 
of 1960 through 1965 would result in a low average monthly wage 
resulting in reduced benefits. Upon retiring at age 65, the father 
would receive $77 per month and the mother $38.50 per month for 
a total monthly social security payment of $115.50. This compares 
with the $172.50 payment computed on $4,800 per year salary. At 
$1,200 per year through 1965 if the father dies leaving the mother 
surviving, her social security income will be $57.80 as compared 
with $86.30 if computed on $4,800 per year. 

Remember that unless the federal government treats income 
from this corporation as self-employment income for social security 
purposes,’ the $4,800 income is subject to an annual social security 
tax of 6 percent (corporation, 3%; employee, 3%) for the years 
1960, 1961, and 1962 and of 7 percent (corporation, 3.5%; employee, 
3.5%) for the years 1963, 1964, and 1965. The total tax for those 
six years will be $1,872. If the father paid on $4,800 as a self- 
employed person for those six years, he would pay 4.5 percent per 
year for the first three years and 5.25 percent for the second three. 
The total tax for those six years would be $1,404. Thus, the social 
security tax paid from now until retirement to obtain maximum 
benefits for the parents will be $468 higher if the business is incor- 
porated. This type of computation becomes even more objection- 





* See discussion of social security supra at 562. 
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able if the higher social security tax paid for the sons is calculated. 
b. Sale of Stock 


If social security benefits are inadequate to provide a satisfactory 
retirement income, the father and mother may increase their cash 
income by selling stock to the sons. Their option to so sell should 
be provided by a contract executed with the sons at the time of 
incorporation. Fifty percent of the stock would represent approxi- 
mately $40,000 of physical assets at this time. If each son buys 
$1,000 worth, an additional $2,000 of retirement income will be 
provided annually for 20 years. This period can be extended by 
selling fewer shares annually. Probably, the sons will not be re- 
quired to pay interest. If social security provides about $2,000 
annually, the total retirement income would be $4,000. This may 
be adequate considering that the house is debt free, some food will 
be provided from the farm without charge, and the father will be 
able to earn some money from other jobs or from work on the farm 
without reducing social security income. 


c. Rent 


Additional retirement income could be obtained from rent. 
Rental income could be planned at the time of incorporation by 
having the father and mother retain title to some of the land. 


d. Profit-Sharing Plan 


Establishing a profit-sharing plan in 1960 will not provide a 
substantial trust fund for the father’s retirement in 1965. Time 
is too short and annual profits are too small. It seems realistic to 
assume that the father’s share in the profit-sharing trust could total 
$3,000 at the close of 1965. With this sum, he could buy an 
annuity which would pay about $15 per month as long as either 
parent lives. Under the facts stated, it would cost approximately 
$24,500 for a joint and survivor annuity paying $1,500 per year. 

Consideration of a profit-sharing plan should not be discarded 
merely because it is not the answer to the parent’s problems. It is 
such an excellent method of saving for retirement—offering the 
attraction of tax avoidance without necessarily removing the funds 
from business use if borrowed in an arm’s-length transaction—that 
a plan should be established for the benefit of the two sons who 
will have 32 and 36 years, respectively, to build up a trust fund 
before drawing on it for retirement at age 65. They are at an age 
where a profit-sharing plan would be very helpful. 
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Realizing the inaccurate nature of such computations, an estimate 
follows. If the corporation can pay into the profit-sharing trust an 
average of $1,500 per year for the next 32 years (which is when the 
older son reaches 65), and if that $1,500 would have been taxed at 
22 percent if not paid into the trust, and ignoring the income tax 
exemption on income earned by this trust fund but also ignoring 
any income tax which will be assessed upon distribution of the 
fund, the income tax savings of such a profit-sharing plan over the 
32 year period will exceed $10,000.? 


4. Income Tax 


During the past six years, this farmer’s income tax has not ex- 
ceeded a rate of 22 percent annually. This means that it probably 
will be disadvantageous to have any of the business income taxed 
at the corporate rate of 30 percent. Furthermore, this farm business 
regularly realizes a long-term capital gain. For example, returns 
show a long-term capital gain of $800 in 1959, $2,700 in 1958, and 
$600 in 1957. As individuals the partners paid a total tax on the 
$2,700 capital gain of $297; a corporation would have paid $675. 
They paid $88 on the $800 capita: gain; a corporation would have 
paid $200. 

Although the corporation’s taxable income could be reduced and 
probably erased entirely by salary, bonus, or rent planning, there 
is some doubt as to the complete success of such planning—par- 
ticularly in a bonanza year. Therefore, the corporation should 
elect to come under subchapter S. In so doing, the corporation is 
not subject to the federal income tax on corporations and long- 
term capital gains pass through and are taxed to the stockholders 
as individual’s capital gains. 

Thus, the only federal income tax disadvantage which tends to 
deter use of the corporation, after a subchapter S election, is the 
fact that the cost basis of assets of the corporation are not re- 
established periodically upon the death of an owner. It is difficult 
to appraise the importance of this disadvantage. A study of the 
depreciation schedules in this case example leads to the conclusion 
that there is no immediate problem here. In the future, when it is 
seen that a re-established cost basis as to a specific item is impor- 
tant, the problem can be faced with the probability that a satisfac- 
tory answer can be found. For example, it may be possible to 
transfer the critical asset to the estate of a deceased stockholder in 





*See also the discussion of “Retirement and the Farm Corporation” at 633. 
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exchange for stock, passing the specific asset through that estate 
to the heirs. 

Does the absence of a Wisconsin statute similar to subchapter S 
cause concern because of the higher corporation income tax rate 
in Wisconsin? Not in this case example. Assume a 1960 partnership 
profit of $15,000, distributed as follows: father, $6,000; each son, 
$4,500. The top tax rate for the father will be 3.5 percent and for 
each son 3 percent. If the business had been incorporated and the 
father received a salary of $4,800 and each son received $3,600 so 
that the corporation showed a $3,000 taxable profit, Wisconsin 
income tax on that $3,000 would be $75. The father’s individual 
tax would be reduced by about $50 and each son’s tax would be 
reduced by about $30—making a total saving on the three indi- 
vidual returns of about $110. If we stop there and ignore the possi- 
bility of dividends (it is possible that none will be paid, the $3,000 
being used for expansion), a tax saving of $35 would have been 
realized, this being the difference between the individuals’ $110 
tax saving and the corporation’s $75 tax. This is true because the 
income taxed to the corporation has been removed from the top 
brackets of the individuals’ returns and taxed in the lower brackets 
of the corporation’s return—beginning at 2 percent. The possi- 
bility of an assessment of Wisconsin income tax on corporation 
income does not seem troublesome enough to influence this farmer’s 
decision. 


5. Conclusion 


In weighing the advantages and disadvantages of incorporation 
which relate specifically to this case example, we can summarize as 
follows: 

1. Neither federal nor state income taxes influence the decision, 

except for the tax saving features of the profit-sharing plan. 

2. Social security benefits for the father and mother probably 

can be increased by incorporating at a total additional cost, 
as to the father, of approximately $600 or $700, considering 
the increased income subject to the tax and the tax rate dif- 
ference. Although this is a good investment as to the parents, 
the rate differential—which will be 24% percent starting in 
1969—will result in a substantial total increased tax (prob- 
ably more than $5,000) as to the sons over the next 32 to 36 
years, prior to their reaching age 65, with no increased social 
security benefits.* 





* See note 1 supra. 
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3. The retirement income possibility of annual sale of stock to 
the sons is attractive. 

4. It seems reasonably certain that proper use of a profit-sharing 
plan will result in sufficient income tax savings to justify 
its use without even considering its very beneficial assistance 
to retirement planning. 

5. In planning a testamentary gift of one-fifth of the estate to 
the daughter, no plan so confidently assures the continued 
operation of the business as does a gift of shares of stock. 

6. Considering the desire of the parties that the sons should now 
own a substantial interest in the business with control re- 
tained in the parents, the corporation is the most effective 
form of organization. 

7. The presumed financial wisdom of continual expansion of 
the farm operation and the convenience of financing such 
expansion with stock issues within the family are arguments 
for incorporation. 

8. Creating a corporation now will assist the sons in their 
future operations by enabling them to persuade their sons to 
stay with the business and by easing transfer by them to the 
next generation. 

Thus, the only substantial, listed objection to incorporating this 
farm business is the social security tax differential. It is possible 
that the farmer will be willing to pay this excess tax because of the 
present probability of increased benefits to the parents and the 
possibility, though remote, that the social security tax differential 
will be modified in the future as to small business corporations. 
Also, this dollar loss will be partially, and possibly totally, offset 
by income tax savings made possible by the profit-sharing plan. 

Another serious objection may result from the attorney’s fees, 
other organizational expenses, and trustee’s fees. A farmer will not 
treat the attorney’s fees and organizational expenses lightly if they 
approach an estimated total of $900, which appears to be approxi- 
mately the minimum under the present Wisconsin State Bar Mini- 
mum Fee Schedule if a profit-sharing plan is included. Unless the 
farmer is thoroughly convinced that advantages of incorporating 
are substantial and understands that this expense should be treated 
as though prorated over several years of the business operation, he 
is apt to select a partnership or sole proprietorship on this basis 
alone. The trustee’s fee for operating the profit-sharing plan will 
not be objectionable. One Wisconsin corporate trustee was con- 
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tacted and reports charging $35 to $70 as an “acceptance fee” plus 
one-half of one percent of the trust corpus annually. 

The personalities of the family members involved in this case 
example are such that a harmonious partnership arrangement is 
predictable. This intangible item weakens the argument for incor- 
porating. Foreseeable conflict within a family strongly suggests a 
corporation. 

An explanation of these considerations should be given to this 
farm family. There is no obviously correct choice in this case. 
Strong arguments for incorporating are found in the short range 
advantage of possibly increased social security benefits for the 
parents and the long range advantages of (1) better retirement 
planning possibilities for the sons and for future generations, (2) a 
business organization which will encourage continually expanding 
the business, and (3) the increased certainty of a continuity of 
operation by successive generations. 
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I. INTRODUCTION 


This is a study of the development of Wisconsin venue statutes 





*This Comment was the result of a study conducted under the su 
of Prof. G. W. Foster. The article was written by Sam J. Recht, a senior law 
student. 








664 WISCONSIN LAW REVIEW [Vol. 1960 


from 1849 to 1960. As used in this Comment, venue refers broadly 
to the selection, from among the several courts in the Wisconsin 
judicial system, of the particular court in which to try a particular 
civil action. The Wisconsin court system is arranged on a county 
basis and hence in most situations venue in the sense of proper 
place of trial is a reference to the county in which the trial will 
be held.* 

The pattern of Wisconsin venue statutes is somewhat complex. 
In the first instance there are prescribed general rules for various 
classes of cases. Under each general rule there is indicated the 
county or counties in which to commence a case belonging to that 
particular class. Thus, actions growing out of the negligent opera- 
tion of a motor vehicle may be commenced in the “county in which 
the cause of action arose or [the county] where the defendant 
resides.” The legislative and judicial history of these general 
rules will be treated below in Topic II. 

A defendant has a right to demand that plaintiff commence the 
action in the proper venue and may compel a transfer to that venue 
if the action is commenced in an improper place.’ Even though 
a case may be commenced in a venue indicated by the general rule 
for that class of cases, trial will not in all instances take place in the 
court in which the action is commenced. The statutes recognize 
that in a particular case within a given class of cases there are fac- 
tors of convenience and fairness which may justify transfer of the 
case from the commencement venue to some other venue for actual 
trial. As an illustration, a party may obtain a transfer from the 
county where the action was commenced upon a showing that he 
cannot obtain an impartial trial there. These problems will be 
developed in detail under Topic III. 

A party objecting to trial in the court in which the case is pend- 
ing must meet certain procedural requirements. These include the 
time in which to raise the objection, the form of the motion or 
affidavit requesting the removal, and the proceedings after an order 
for a change of venue. These procedural matters will be discussed 
under Topic IV. 


II. Proper PLACE FOR COMMENCING CiviL ACTIONS IN WISCONSIN 
A. Local Actions 


The early common _ actions invariably were tried by courts of 


* Wis. Stat. ch. 261 ( 
? Wis. Stat. 261.01 OD i. 





* Wis. Stat. § 261.03 (1 
* Wis. Stat. 261.04) 1987. 
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the locality in which they arose. Indeed, it was part of the common 
law doctrine that the jury had to return a verdict based upon facts 
which were part of the jury’s own knowledge. In time cases were 
presented that involved, for a particular case, fact situations which 
took place in two or more separate localities. Thus it became 
impossible to find a jury that knew of their own knowledge all 
the facts. 

The courts met this problem by distinguishing the type of action 
brought. Where, for example, the action involved a trespass to 
land, the view was taken that such an action arose, or could arise, 
only in the place where the land was located. These actions were 
known in time as local actions and could be heard only by courts 
sitting at the place where the land was located. 

Most actions—actions to recover damages for breach of contract 
are good illustrations—were less intimately connected with the 
specific locality and the view gradually emerged that these actions 
(known as transitory actions) might be heard by a court without 
regard to where the cause of action arose. 

This distinction is present in the Wisconsin statutes. Section 
261.01 provides that in actions: (a) for the recovery of real prop- 
erty, or of an estate or interest therein, or for the determination in 
any form of such estate or interest or for an injury to real property, 
(b) for the partition of real property, (c) for the foreclosure, 
redemption, or other satisfaction of a mortgage on real property, 
or (d) for the recovery of distrained property, the proper place of 
trial is the county in which the subject of the action or some part 
thereof is situated. In these actions the character of the parties is 
of no importance in determining the proper venue.* 

When the property is situated in two or more counties, it is 
apparent from the statute that the action may be brought in either 
county because of the phrase “or some part thereof.”® But if more 
than one tract is involved, separate actions must be brought.’ 

Aside from the enumerated actions, some actions are made local 
by specific statutory provisions.® 





* An action to compel specific performance of a contract to sell standing timber 
is not a local action since the case operates upon the m and not the land. 
Dells Paper & Pulp Co. v. Willow River Lumber Co., 170 Wis. 19, 173 N.W. 317 
(1919). The same is true of a replevin action to recover personal property. 
Young v. Lego, 38 Wis. 206 (1875). 

* Wis. Stat. § 261.01 (1) (1957). 

* Hackett v. Carter, 38 Wis. 394 (1875). 

*There are many specific venue ater) located throughout the statute 
book. Some examples are: Wis. STAT. Baga (1957) (Co-operatives); Wis. 
Stat. § 186.29(10) (1957) (Credit Unions); Wis. Stat. § 220.12 (1957) (Banks). 
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B. Transitory Actions 


In general, if an action is transitory and not otherwise expressly 
provided for in the statute, it is triable in the county in which the 
defendant resides at the commencement of the action. If no 
defendant resides in the state, the action is triable in any county 
the plaintiff designates in his complaint. The residence contem- 
plated by the statute must be actual and bonafide. Nothing short 
of actual abode with intention of permanent residence will fulfill 
the letter and spirit of the statute.’° It must be such as, continuing 
for a year, would make a man a qualified elector of the state. Inten- 
tion plays a part in the question of residence. The intention 
required need not be to remain in one place for all time; it is 
sufficient if the intent be to make the location one’s home.” 


C. Specially Provided for Transitory Actions 
1. Venue as Determined by the Nature of the Action 


a. Actions Affecting Marriage. Actions for the annulment or 
affrmance of a marriage or for a divorce must be commenced in 
the county in which either party resides.** For divorce purposes a 
wife may obtain a residence of her own separate from that of her 
husband.** In order to prevent “quickie” intra-county divorces, 
this venue provision was given jurisdictional effect. Only courts of 
the counties in which either party resides have jurisdiction to hear 
these actions.* In some cases the legislature may provide an even 
more convenient venue such as the town or city in which the par- 
ties reside.* 

b. Recovery of a Penalty or Forfeiture. Actions involving penal- 
ties or forfeitures imposed by statute must be adjudicated in the 
county where the cause of action or some part thereof arose.** If 
the offense is committed where two or more counties have common 
jurisdiction, the action may be brought in either county. 

c. Actions on Official Bonds. Actions involving breach of any 
official bond are to be tried in the county in which the bond is 
filed.2" 


* Wis. STAT. j 261.01 (12) (1957). 

* State ex rel. Ferebee v. Dillett, 240 Wis. 465, 3 N.W.2d 699 (1942). 
4 Ibid. 

™ Wis. Stat. § 261.01 (3) (1957). 

* State ex rel. Ferebee v. Dillett, 240 Wis. 465, 3 N.W.2d 699 (1942). 
* Wis. STAT. § 261.01 (2) (1957); Note, 1951 Wis. L. Rev. 359. 

* State ex rel. — v. Hanson, 274 Wis. 544, 80 N.W.2d 812 (1957). 
* Wis. Stat. § 261.01 (2) (b) (1957). 

* Wis. Stat. § 261.01 (10) (1957). 
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d. Auto Accident Actions. Actions growing out of the negligent 
operation of a motor vehicle are to be tried in the county where 
the cause of action arose or where the defendant resides.** If the 
tortfeasor has liability insurance, the insurer can be made a party 
defendant; however, the venue is still either in the county where 
the cause of action arose or in the county which is the residence 
of the alleged tortfeasor. The residence of the insurance company 
is not important in these actions.’ 

e. Assault and Battery Actions. If the action is for assault and 
battery, proper venue is the county in which the cause of action 
arose or where defendant resides.” 


2. Venue as Determined by the Character of the Parties 


In those actions in which the subject matter does not determine 
the venue and which are not included as local actions under section 
261.01 (1), the litigant must look to the residence of the parties to 
determine the proper venue. 

a. Individual Residents. An action which is transitory and not 
otherwise expressly provided for by the statute is to be tried in the 
county in which any defendant resides at the commencement of the 
action.*! If the venue is well founded in respect to any one defen- 
dant, the other defendants are not entitled to secure a change in 
venue.*? 

b. Individual Nonresidents. If no defendant resides in the state, 
the action may be tried in any county which the plaintiff desig- 
nates for that purpose in his complaint.** 

c. Railroad Corporations. Until 1872 there was no special venue 
provision to cover railroads. Venue in these actions was determined 
by the statute dealing with venue in actions against corporations. 
The proper venue was any county which plaintiff designated in his 
complaint.** An amendment in 1872 made the proper venue in 
actions against railroads any county through which the railroad 
ran.25 This narrowed the choice given to plaintiffs. In 1893, the 
statute was again amended and again the choice given to plaintift 
was narrowed. The proper venue then became either the county 
in which the cause of action arose or the county in which plaintiff 





* Wis. Stat. § 261.01 (11) (1957). 

* Wis. Stat. § 261.01 (5) (1957). 

*” Wis. Stat. § 261.01 (11b) (1957). 

™ Wis. Stat. § 261.01 (12) (1957). 

™ State ex rel. Boyd v. Aarons, 239 Wis. 643, 2 N.W.2d 221 (1942). 
*™ Wis. Stat. § 261.01 (12) (1957). 

* Wis. Laws 1869, ch. 185. 

* Wis. Laws 1872, ch. 119, § 42. 
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resides, if the road of such corporation runs into either county; if 
such road does not extend into either county, then in any county 
into which the road does extend.** This has remained unchanged 
in the present statute.?* 

d. Insurance Companies. Prior to 1919 insurance companies 
were treated like other corporations for purposes of the venue 
statutes. This meant that the proper venue was the county in which 
the corporation was situated or had its principal office or place of 
business or in which the cause of action or some part thereof arose.** 
The most difficult problem was determining where the cause of 
action arose.?® In State ex rel. Northwestern Mut. Life Ins. Co. v. 
Circuit Court,®° the court held that appointment of an executor or 
administrator or drawing proofs of death was not part of the cause 
of action to recover on an insurance policy. As a result of this 
decision many life insurance policy holders were obliged to main- 
tain suit on their policies in the county where the principal office of 
the company was located and the insurance was payable. 

To alleviate the hardships on policy holders caused by this deci- 
sion, the legislature enacted a special venue statute which provided 
a more convenient forum in actions against insurance companies. 
The new statute provided that the proper venue in these actions 
was the county in which the defendant had its principal office or 
in which the plaintiff resides or, if the action is brought by a person 
in a representative capacity by appointment of a court, in the county 
in which such appointment was had.*! Except for modernization 
of language this is the same as the present statute dealing with 
insurance companies.*? 

It is apparent from the language of the statute that the special 
provision deals only with actions to recover on insurance policies. 
In State ex rel. Time Ins. Co. v. Superior Court,5* the court held 
that in all other actions against insurance companies section 
261.01 (6), dealing with other corporations, would determine the 
venue. 

The statute was amended in 1943 to exclude actions in which the 
insurance company is made the party to an action growing out of 
the negligent operation of a motor vehicle. In such a case, the 





* Wis. Laws 1893, ch. 303. 

* Wis. Stat. § 261.01 (4) (1957). 

* Wis. Stat. § 2619 (5) (1917). 

* See discussion infra at 669. 

” 165 Wis. 387, 162 N.W. 436 (1917). 
* Wis. Laws 1919, ch. 334, § 1. 

* Wis. Stat. § 261.01 (5) (1957). 
"176 Wis. 279, 186 N.W. 590 (1922). 
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proper venue is the county where the cause of action arose or where 
the person covered by the insurance policy resides.** This, in effect, 
makes the venue in actions growing out of automobile accidents 
uniform, whether the tortfeasor or insurer is sued.** 

e. Other Corporations. The proper venue in an action against 
any other corporation is “the county in which [the corporation] 
has its principal office or in which the cause of action or some part 
thereof arose.”** The statute makes no distinction between foreign 
and domestic corporations. The original statute contained the 
words “any other corporation existing under the laws of this 
state."’*? In State ex rel. Wisconsin Dry Milk Co. v. Circuit Court,3* 
the court held that this language included both domestic and for- 
eign corporations. The 1935 revision of the venue statutes amended 
the statute so that today it reads “any other corporation.”*® There- 
fore, today there can be no doubt that section 261.01 (6) covers 
foreign corporations.*° 

The principal office of a corporation is not necessarily the county 
that appears as the location of the company in the articles of incor- 
poration. The corporation must actually be situated at the place 
named in the complaint.** In the case of a foreign corporation the 
term refers to the principal office of the firm located within the 
state, whether it is a general or merely a state headquarters of the 
company.‘ 

A recurring problem under the statute has been to determine 
where the cause of action or some part thereof arose. The usual 
case is that a plaintiff brings suit in some other county than the 
one in which the corporation has its principal office. When the 
corporation moves to change the venue to its home county, the 
court must decide as a matter of fact whether the cause of action 
or some part thereof arose in the county designated in plaintiff's 
complaint. 

In an early case, McArthur v. Moffett,* the court said: 





* Wis. Laws 1943, ch. 394; Wis. Star. Faas 01 (5) (1957). 

* Compare Wis. Stat. § 261.01 (12) ( ae See prior discussion under auto 
accident actions. Note, 1940 Wis. L. Rev. 3 

* Wis. STAT. § 261.01 (6) (1957). 

* See note 28 — 

*176 Wis. 198, 186 N.W. 732 (1922). 

* Wis. Laws 1935, ch. 541, § 14. 

“In fact, the omission of the words “existing under the laws of this state” 
may even give the statute broader application than before. Burst v. First Nat'l 
Bank, 184 Wis. 15, 198 N.W. 749 (1924), 

“ State ex rel. Howard Cole & Co. v. a Court, 178 Wis. 89, 189 N.W. 259 

1922 
' o Spate ex rel. Johnson v. Aarons, 231 Wis. 524, 286 N.W. 27 (1939). 

“143 Wis. 564, 128 N.W. 445 (1910). 
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There seems no logical escape from the conclusion that the 
term “cause of action” must include the facts showing (1) the 
plaintiff's right; (2) the defendant’s corresponding duty; and 
(3) the defendant’s breach of that duty, or, to put it more 
tersely, the plaintiff's right and its violation by the defen- 
dant.“ 
From an examination of all the cases that have interpreted these 
words the two most important factors seem to be where the default 
in performance of a contract takes place,*® and where the acceptance 
of a contract takes place.‘ 


In a majority of the cases defendant motions to change the venue 
were denied. It appears to the writer that the court will not disturb 
the venue chosen by plaintiff in actions against corporations unless 
the county chosen has no relation at all to the cause of action. 


f. Actions by and Against the State. Actions brought by the state 
against any county or county official may be brought in any county 
in the state.**7 These are usually actions to collect unpaid state taxes. 


The proper venue in any action brought against the state or any 
state board or commission or any state officer in his official capacity 
is Dane county.** The reason for this special provision is that state 
officers (e.g., the Governor, Secretary of State, and heads of depart- 
ments) have their official residence in Dane county, the capital of 
the state. They are expected to be there and might be greatly preju- 
diced, and the public welfare as well, by their being required to 
attend trials of actions in their official capacity in distant parts of 
the state. However, the reason for the statute seems strictly to con- 
fine it to such state officers who have their headquarters in Dane 
county.“ The presence of section 261.01 (2) (a), which prescribes 
the venue in actions against public officers and excepts section 





“ Id. at 571, 128 N.W. at 447-48. 

“State ex rel. Webster Mfg. Co. v. Reid, 177 Wis. 612, 188 N.W. 67 (1922); 
Wisconsin Metal Prods. Co. v. Rusk Mfg. Co., 177 Wis. 155, 189 N.W. 138 (1922); 
State ex rel. News Publishing Co. v. Park, 166 Wis. 386, 165 N.W. 289 (1917); 
State ex rel. Gurney Lumber Co. v. Risjord, 161 Wis. 118, 152 N.W. 847 (1915); 
ro v. Wisconsin Odd Fellows Mut. Life Ins. Co., 86 Wis. 463, 57 N.W. 

1893). 
Oe State ex rel. Webster Mfg. Co. v. Reid, 177 Wis. 612, 188 N.W. 67 (1922); 
Wisconsin Metal Prods. Co. v. Rusk Mfg. Co., 177 Wis. 155, 189 N.W. 138 (1922); 
State ex rel. News Publishing Co. v. Park, 166 Wis. 386, 165 N.W. 289 (1917). 
Location of pro or agents of a corporation are not, in themselves, important 
to determine where the cause of action arose. State ex rel. Wis. Dry Milk Co. v. 
Circuit Court, 176 Wis. 198, 186 N.W. 732 (1922). 

Wis. Stat. § 261.01 (8) (1957). 

“ Wis. Stat. § 261.01 (9) (1957). 

“State ex rel. Milwaukee Medical College v. Chittenden, 127 Wis. 468, 107 
N.W. 500 (1906). 
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261.01 (9) from its operation, would seem to strengthen a strict 
construction of section 261.01 (9). 


g. Public Officers. Under section 261.01 (2) (a), in an action 
against a public officer or a person appointed to execute his duties, 
for an act done by him in virtue of his office, or against a person 
who, by his command or his aid, shall do anything touching the 
duties of such officer the proper place of trial is the county where 
the cause of action or some part thereof arose.*° This section seems 
to apply exclusively to those official affirmative acts of public officers 
by which they interfere with the property or rights of third persons 
and thereby become liable to an action. The section does not apply 
where the acts charged are not acts performed in an official ca- 
pacity.® 


III. Grounps FoR CHANGE OF VENUE 
A. Venue Improperly Laid 


Change of venue on the ground that plaintiff designated the 
wrong county in his complaint is a matter of right.** Upon demand 
being seasonably and properly made** the court has no discretion 
in the matter. Section 261.03 provides that the right to change of 
venue on this ground is absolute and not effected by any other pro- 
ceedings in the action. A motion to change the venue for any other 
reason is a proceeding in the action and, therefore, does not effect 
defendant’s right to change the venue to the proper county.** How- 
ever, once venue has been transferred to the proper county the par- 
ties can then move for another change for any reason specified in 
the statute.*® 

Section 261.02 provides that “The county designated in the com- 


plaint shall be the [proper] place of trial, unless the same be 
changed as provided in [261.03]. ...” Thus, if defendant does 





© Wis. Stat. § 261.01 (2) (a) (1957), Jordan v. Koerth, 212 Wis. 109, 248 N.W. 
918 (1933), steps that lead to the false imprisonment of the plaintiff are parts 
of the cause of action. 

™ Wis. Stat. § 2619 (1889) (See the annotation). 

= State ex rel. Bobroff v. Braun, 209 Wis. 483, 245 N.W. 176 (1932); State ex 
rel. Meyer v. Park, 174 Wis. 452, 183 N.W. 165 ee) Woodward v. Hanchett, 
52 Wis. 482, 9 N.W. 468 (1881); Moe v. Moe, 39 Wis. 308 (1876); Bonnell v. 
Esterly, 30 Wis. 549 (1872); State ex rel. Brownell v. McArthur, 13 Wis. 454 
(1861); Foster v. Bacon, 9 Wis. 317 (1859). 

% See discussion infra at 676. 

“ Maher v. Davis & Starr Lumber Co., 86 Wis. 530, 57 N.W. 357 (1893); Meiners 
v. Loeb, 64 Wis. 348, 25 N.W. 216 (1885). 

* Maher v. Davis & Starr Lumber Co., 86 Wis. 530, 57 N.W. 357 (1898). 
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not demand a change upon this ground the “right” is waived." 
The right may also be waived by stipulation or agreement.*? 

Even though the plaintiff's original action may be settled and 
now the cause of action is on defendant’s counterclaim, defendant 
still has the right to a change of venue if plaintiff has commenced 
the action in an improper county.** 

Where there are multiple defendants, there can be no change of 
venue unless all defendants are nonresidents of the county desig- 
nated in plaintiff's complaint. 


B. Impartial Trial Cannot Be Had Where the Action Is Brought 


The court or the presiding judge may change the place of trial 
where there is reason to believe that an impartial trial cannot be 
had in the designated county. When venue is changed for this 
reason, it must be to a county where the cause complained of does 
not exist.°° This includes a change of venue because of the preju- 
dice of the people.*! Either party may move for a change of venue 
on this ground.*? Such a change rests upon the sound discretion 
of the trial court and the decision of the trial court will not be 
reversed unless there has been an abuse of discretion. 

The judge cannot order a change on this ground upon his own 
motion.** But in considering the motion of either of the parties 
he may act in part upon his own knowledge.*® The moving party 
faces the burden of clearly establishing his inability to obtain an 
impartial trial by proof of facts and circumstances from which the 





Stahl. v. Broeckert, 167 Wis. 113, 166 N.W. 653 (1918); Meiners v. Loeb, 64 
Wis. 343, 25 N.W. 216 (1885); Woodward v. Hanchett, 52 Wis. 482, 9 N.W. 468 
(1881); State ex rel. Brownell v. McArthur, 13 Wis. 454 (1861). There are two 
venue provisions that cannot be waived, Wis. Stat. §§ 261.01(1), (3) (1957). 

"State ex rel. Bobroff v. Braun, 209 Wis. 483, 245 N.W. 176 (1932) (cognovit 
note). 

™ State ex rel. Meyer v. Park, 174 Wis. 452, 183 N.W. 165 (1921). 


” Wis. Stat. § 261.01 (12) (1957). 

© Wis. Stat. § 261.04(1) (1957). 

® Kalb v. Luce, 239 Wis. 256, 1 N.W.2d 176 (1941); Jackman Will Case, 27 Wis. 
409 (1871). 

® Maher v. Davis & Starr Lumber Co., 86 Wis. 530, 57 N.W. 357 (1893); Schatt- 
schneider v. Johnson, 39 Wis. 387 (1876); Lego v. Shaw, 38 Wis. 401 (1875). 

@ Kalb v. Luce, 239 Wis. 256, 1 N.W.2d 176 (1941); Theresa Village Mut. Fire 
Ins. Co. v. Wisconsin Cent. R.R., 144 Wis. 321, 128 N.W. 103 (1911); Schafer v. 
Shaw, 87 Wis. 185, 58 N.W. 240 "(1894); Challoner v. Boyington, 86 Wis. 217, 56 
N.W. 640 (1893); Giese v. Schultz, 60 Wis. 449, 19 N.W. 447 (1884); Ross v. 
Hanchett, 52 Wis. 491, 9 N.W. 624 (1881); Lynes v. Eldred, 47 Wis. 426, 2 N.W. 
557 (1879). 

wm Mills ¥. National Fire Ins. Co., 88 Wis. 351, 60 N.W. 426 (1894). 

* Challoner v. Boyington, 86 Wis. 217, 56 N.W. 640 (1893); Giese v. Schultz, 
60 Wis. 449, 19 N.W. 447 (1884); Ross v. Hanchett, 52 Wis. 491, 9 N.W. 624 
(1881). 
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court itself can determine that the motion is well founded.* 
The right to a change under this section is not waived by con- 
senting to a change of venue under section 261.03.%7 


C. Convenience of the Witnesses and the Ends of Justice 
Would Be Promoted 


Under section 261.04 (2) a change of venue may be had where 
the convenience of the witnesses and the ends of justice will be pro- 
moted thereby. A change on these grounds is again within the 
sound discretion of the trial court and the moving party must estab- 
lish the facts.** For the purposes of such an application the con- 
venience of the parties who are witnesses may be considered to the 
same extent as other witnesses.*® The location of the subject matter 
of the action is also important because it is more convenient for the 
witnesses to have the case tried near such locality.’° 


D. Stipulation of the Parties 


Section 261.04(3) provides for a change of the place of trial 
when the parties or their attorneys shall stipulate in writing to 
such a change. The statute goes on to read that in such a case “the 
order may be made by a judge.”"! In Swan v. Porter,”? the court 
said that this language meant that in a case where the circuit court 
has jurisdiction, the court cannot, without its consent, be ousted of 
such jurisdiction by a mere stipulation of the parties. An order of 
the court or presiding judge is necessary to have a change on this 
ground. The language in the first sentence of section 261.04 seems 
to strengthen this construction.”* 

However, in a later case, Junek v. Buzzelli,"* where the parties 
had agreed to have the case tried in a county other than the one in 
which it was pending, the court held that the stipulation was not 
for a change of the place of trial under the rule of Swan v. Porter, 
but a valid and binding agreement to try the case in another county. 
Such agreements are not revocable at the pleasure of the parties. 





“Ross v. Hanchett, 52 Wis. 491, 9 N.W. 624 (1881); Frank v. Avery, 21 Wis. 
168 (1 
mE Sone v. Davis & Starr Lumber Co., 86 Wis. 530, 57 N.W. 357 (1893). 

See cases cited in notes 63-67 supra; Cartright v. Town of Belmont, 58 Wis. 
370, 17 N.W. 237 (1883). 

® Challoner v. Boyington, 86 Wis. 217, 56 N.W. 640 (1893). 

® Postel v By n, 86 Wis. 302, 56 N.W. 913 (1893). 

™ Wis, STAT. ft (3) (1957). 

"96 Wis. 34, 70 N.W. 1068 (1897). 


%“The court or the presiding judge thereof may change the place of trial. 


...” Wis. Stat. § 261.04 (1957). State ex rel. Birnamwood Oil Co. v. Shaugh- 
nessy, 243 Wis. 306, 10 N.W.2d 292 (1943). 
* 148 Wis. 610, 134 N.W. 1124 (1912). 


Sa ar 
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The reason for the difference of opinion in these two cases may 
have been because the change in the Swan case was from a circuit 
court to a county court, while the change in the Junek case was to 
another circuit court. In the more recent cases the court has said 
that the state has a public policy which sanctions rather than con- 
demns stipulations as to change of venue’ and, therefore, the par- 
ties are bound by such stipulations."* However, the most recent 
case seems to go back and adopt an opinion similar to Swan v. 
Porter, that an order of the court is necessary to have a change of 
venue and a mere stipulation has no effect.” 


E. Judge Disqualified by Interest 


When the judge is a party or interested in any action in his court, 
or is related or has been of counsel to either party, the venue of the 
action must be changed upon application of either party. Also, the 
judge can change the venue on his own accord without any appli- 
cation from the parties. As an alternative to a change of venue the 
judge may call in another judge to hear the case."* The fact that 
the judge is a taxpayer does not disqualify him.’ Section 261.06 
should be read in connection with section 256.19 which disqualifies 
a judge who has been counsel to the parties before him unless both 
parties consent te have him hear the case.*° The purpose of these 
statutes is to provide a fair and impartial trial for every litigant. 
In order to defeat this purpose, however, the interest of the judge 
must be pecuniary and real rather than indirect and remote.* 


F. Prejudiced Judge 


Section 261.08 provides that the court shall change the place of 
trial upon an application of any party that he has reason to and 
does believe that he cannot have a fair trial on account of the 





™ State ex rel. Kuhn v. Luchsinger, 231 Wis. 533, 286 N.W. 72 (1939). 

™Necedah Mfg. Corp. v. Juneau County, 206 Wis. 316, 237 N.W. 277 (1932); 
omg v. St. Paul & W. 1 Co., 131 Wis. 627, 111 N.W. 722 (1907); Wis. 
TAT. § 261.05 (1957) also recognizes that a change of venue can be had without 
a court order. 

™ State ex rel. Birnamwood Oil Co. v. Shaughnessy, 243 Wis. 306, 10 N.W.2d 
292 (1943). 

™ Wis. Stat. § 261.06 (1957). 

™ Ibid. 

” Golos v. Worzalla, 178 Wis. 414, 190 N.W. 114 (1922); State ex rel. Rowell 
v. Dick, 125 Wis. 51, 103 N.W. 229 (1905). 
PY a Goodman v. iene Bee See, Snel 248 Wis. 52, 20 nae 553 945); 

ungerford v. Cushing, is. . However, a party can an avit 
of prejudice under Wis. Stat. § 961.08 (1957) and be sure of securing at least a 
change of judges. 
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prejudice of the judge.*® The prejudice must be against the par- 
ties. An opinion on the legal issues involved in the case is not 
prejudice as contemplated in the statute.** 


The language of the statute is that the court “shall” change the 
place of trial. When a party makes a motion upon a proper aff- 
davit, it goes to the competency of the judge of the court to hear 
the cause. The affidavit is, in law, conclusive evidence of the preju- 
dice of the sitting judge; he loses all right to act further therein, 
except to make a proper order for a change. If the judge does 
proceed, such proceedings are void.** The judge actually loses 
jurisdiction when such an application is made.** However, the 
parties may waive the disqualification by subsequently appearing 
and proceeding with the case.** The same waiver rule is true if an 
irreguiar change has been granted.*” 


G. Special Auto Accident Cases 


When there is more than one action for damages growing out of 
the negligent operation of a motor vehicle, the parties can move to 
have them all transferred to one proper county.** The supreme 
court enacted this rule in order to make the trials of these actions 
more convenient. 


IV. PrRocepuRE FOR CHANGE OF VENUE 
A. Venue Improperly Laid 


Section 261.03 requires that defendant must serve a written de- 
mand on plaintiff for a change of venue before he makes a motion 
for change of venue on the ground that an improper county has 
been designated in the complaint. The written demand must be 





* Wis. Stat. § 261.08 (1957). 

® Western Bank of Scotland v. Tallman, 15 Wis. 101 (1862); Hungerford v. 
Cushing, 2 Wis. 292 (1853). 

“Woods v. Winter, 252 Wis. 240, 31 N.W.2d 504 (1948); Golos v. Worzalla, 
178 Wis. 414, 190 N.W. 114 (1922); Franke v. Neisler, 97 Wis. 364, 72 N.W. 887 
(1897); Fatt v. Fatt, 78 Wis. 633, 48 N.W. 52 (1891); Hewitt v. Follett, 51 Wis. 
264, 8 N.W. 177 (1881); Bachman v. Milwaukee, 47 Wis. 435, 2 N.W. 543 (1879); 
Seehawer v. Milwaukee, 39 Wis. 409 (1876); Runals v. Brown, 11 Wis. 193 (1860); 
Western Bank of Scotland v. Tallman, 15 Wis. 101 (1862); Rines v. Boyd, 7 Wis. 
134 (1859); Baldwin v. Marygold, 2 Wis. 307 (1853); Hungerford v. Cushing, 
2 Wis. 292 (1853). 

* Woods v. Winter, 252 Wis. 240, 31 N.W.2d 504 (1948). 

* Golos v. Worzalla, 178 Wis. 414, 190 N.W. 114 (1922). 

* Johnson v. St. Paul & W. Coal Co., 181 Wis. 627, 111 N.W. 722 (1907); 
Ca ter v. Shepardson, 43 Wis. 406 (1877); Montgomery v. Town of Scott, 
$2 Wis. 249 (1873). 

* Wis. Stat. § 261.04 (4) (1957). 
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served during the twenty days following service of the complaint.® 
The demand must specify the county where the action should be 
tried and the reason therefor.*° The statute contemplates a dis- 
closure to the plaintiff of every fact required in order for him to 
respond to the demand within the full scope of his privilege to have 
the place of trial changed without judicial intervention.” 

Within five days plaintiff may serve a written consent that the 
place of trial be changed and specify to what county if he has that 
option.®? If plaintiff does consent, the place of trial is changed 
accordingly and no court order is necessary.®* Thus the statute pro- 
vides an easy and inexpensive way to remove the case to the proper 
court. It is plaintiff's duty to see that the proper record is made in 
the transferee county.** The demand, if signed by defendant's attor- 
ney, is sufficient under the statute and is equivalent to a demand 
made on behalf of defendant.* 

If plaintiff does not consent to the change, defendant may, within 
twenty days, make a motion for a change and the court must order 
the change.*% The change is complete on making of the order.* 
When the action is commenced in an improper county, any one of 
the defendants has the right to have the trial in the proper county 
even though such right is not insisted on by the other defendants.** 
However, the moving defendant must be an interested party.*® 


B. Change on Other Grounds 
1. Reasons Specified in Section 261.04 and 261.04(2) 


Either party may invoke the grounds for change of venue in sec- 


® State ex rel. Schauer v. Risjord, 183 Wis. 553, 198 N.W. 273 (1924). However, 
the 20 days may be extended by the court in a proper case. State ex rel. Oelhafen- 
Mondeau Co. v. Werner, 182 Wis. 637, 197 N.W. 252 (1924). 

” Wis. StaT. § 261.03 (1957). In Anderson v. Azpin Hardwood Lumber Co., 
131 Wis. 34, 41, 110 N.W. 788, 791 (1907), the court said the form of the demand 
should be “that the trial be had within the proper county, to wit: the county of 
le Ea Tr » followed by a statement of why that is the only proper county. 
...” Although the Anderson case has been distinguished in State ex rel. Bessie 
v. Halsey, 148 Wis. 171, 134 N.W. 362 (1912) it has not been overruled. State 
ex rel. Shawano County v. Werner, 181 Wis. 275, 194 N.W. 815 (1923), State 
ex rel. Donahue-Stratton Co. v. Grimm, 186 Wis. 154, 202 N.W. 162 (1925). 
Therefore, to be safe it is wise to use the form prescribed in the Anderson case. 

™ Anderson v. Arpin Hardwood Lumber Co., 131 Wis. 34, 110 N.W. 788 (1907). 

* Wis. Stat. § 261.03 (1957). 

Stahl v. Broeckert, 167 Wis. 113, 166 N.W. 653 (1918); Tucker v. Grover, 
53 Wis. 53, 9 N.W. 820 (1881); Woodward v. Hanchett, 52 Wis. 482, 9 N.W. 468 

1881). 

: * Tbid. 

* Lee v. Buckheit, 46 Wis. 246 (1879). 

See note 52 supra. 

* Wis. STAT. § 261.10 (1957). 

* Stahl v. Broeckert, 167 Wis. 113, 166 N.W. 653 (1918). 

* State ex rel. Jackson v. Leicht, 231 Wis. 178, 285 N.W. 335 (1939). 
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tion 261.04.° No procedure is prescribed in the statute and no 
affidavit or sworn statement is required. It is sufficient if the 
judge is satisfied by proof that a cause for change exists.1°? Each 
party can make more than one motion on these grounds, when, for 
example, new facts are discovered.’** If the venue is changed, the 
court or judge has the discretion as to where the cause will be sent 
for trial.1* There is nothing in the statute that prescribes the time 
for making such a motion, but the supreme court has held the 
proper time to consider convenience of the witnesses was after issues 
were joined.’°° The writer feels that the motion should be made as 
early as possible. 


2. Interested Judge 


Again, there is no procedure prescribed in the statute. The mo- 
tion will be similar to one made under section 261.04 except that 
a judge may make it on his own account. 


3. Prejudiced Judge 


The affidavit that operates to change the place of trial must con- 
tain the exact language of the statute. Unless the affidavit contains 
the phrase that the party “has good reason to, and does believe, that 
he cannot have a fair trial on account of the prejudice of the 
judge,”2°* the court can deny the application. The only person 
who is expressly authorized to make such an application is the party 
himself. The court has strictly construed this and held that an 
affidavit of an attorney is not sufficient.1°* The affidavit of a corpo- 
ration must, of course, be made by one other than the corporation 
itself. In such a case the affidavit must be made by an “officer” of 
such corporation.’ 

The general rule is that the affidavit must be made by all the 
plaintiffs or all the defendants, although the affidavit may be made 





% Lego v. Shaw, 38 Wis. 401 (1875). 
1 Cartright v. Town of Belmont, 58 Wis. 370, 17 N.W. 237 (1883). 


% Challoner v. Boyington, 86 Wis. 217, 56 N.W. 640 (1893); Frank v. Avery, 
21 Wis. 168 (1866). 

#8 Schattschneider v. Johnson, 39 Wis. 387 (1876). 

™ Bradley v. Cramer, 61 Wis. 572, 21 N.W. 519 (1884). 

** Bonnell v. Esterly, 30 Wis. 549 (1872). 

#8 Wis. STAT. § 261.08 (1) (1957). 

% State ex rel. Murray v. Reis, 255 Wis. 507, 39 N.W.2d 396 (1949); Blumme 
v. Tierney, 182 Wis. 511, 196 N.W. 867 (1924); Carpenter v. Shepardson, 43 Wis. 
406 (1877); Dodge v. Barden, 33 Wis. 246 (1873). 

* Western Bank of Scotland v. Tallman, 15 Wis. 101 (1862). 

» Wheeler & Wilson Mfg. Co. v. Lawson, 57 Wis. 400, 15 N.W. 398 (1883). 
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by one of them on behalf of all the others.**° However, the court 
has recognized exceptions to this rule in cases where an unwilling 
party plaintiff is made a party defendant, where the co-parties have 
hostile interests, where the parties are merely formal parties to the 
action and have no interest in the litigation, and where the co- 
parties have not appeared and defended. 

Since 1913, the time for filing the affidavit and making the motion 
thereon has been prescribed by the statute. Where the judge 
named in the affidavit is the presiding judge of the circuit, it must 
be filed and the motion made on or before the first day of the term 
at which the case is triable, or within ten days after the case is 
noticed for trial. Where the affidavit names a judge of another 
circuit who has been called in to hear the case,"** it must be filed 
and motion made on the first day such judge holds court and before 
any other proceedings are had in the action.'1* Where the affidavit 
names a judge of a circuit consisting of branches, it must be filed 
before the case is called for trial.“° Neither the statute nor the 
courts make exceptions, even where the information giving rise to 
the belief of prejudice on the part of the judge came to the litigants 
after the beginning of the term.™* However, in a proper case the 
judge could exercise his discretion under section 252.13 and have 
another judge called in even where a timely application has not 
been made." 


Section 261.08 (2) allows the filing of an affidavit and making of 
the motion after a continuance has been had. In Waldkirch v. 
Hoff,** the court held that although a case is continued to another 
term, the affidavit must still be filed at the term at which the case 
was originally noticed for trial. Otherwise, the court said, a party 
could secure as many continuances as possible and still further 
delay proceedings by obtaining a change of venue. Section 261.08 (2) 





%” Morris v. P. & D. Gen. Contractors, Inc., 236 Wis. 513, 295 N.W. 720 (1 —_ 
Will of Rice, 150 Wis. 401, 137 N.W. 778 (1912); State ex rel. Rowell v. Di 
125 Wis. 51, 108 N.W. 229 (1905); Eldred v. Becker, 60 Wis. 48, 18 N.W. 720 
(1884); Hewitt v. Follett, 51 Wis. 264, 8 N.W. 177 (1881); Levy v. Martin, 48 
Wis. 198, 4 N.W. 35 (1880); State ex rel. Coppel v. Milwaukee Chamber of 
Commerce, 47 Wis. 760, 3 N.W. 760 (1879); Rupp v. Swineford, 40 Wis. 28 (1876); 
bee v. Wolcott, 32 Wis. 63 (1873). 

™ Ibid 

™ Wis. STAT. § 261 08 (3) (1957). 

™ Wis. STAT. §§ 261.05, wan x 

™ Wis. STAT. 461.08 (3) 

8 Ibid. 

8 Groeschner Vv. John Gund Brewing Co., 173 Wis. 366, 181 N.W. 212 (1921). 
But see, Wis. Stat. § 261.09 (1957) as to other grounds for change of venue. 

™ State ex rel. Nichols v. Circuit Court, 189 Wis. 629, 208 N.W. 490 (1926). 

™8 184 Wis. 505, 199 N.W. 51 (1924). 
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was not referred to in the opinion. The case has never been cited 
nor overruled. The writer feels the court was wrong. Aside from 
recognizing the right to file an affidavit after a continuance, the 
statute also allows the moving party to save witness costs by serving 
notice of motion on the opposite party at least ten days before 
“commencement of the term.’ The term referred to here must 
be the term to which the case has been continued. Otherwise, the 
only time the moving party could save witness costs would be when 
the continuance was granted more than ten days before the start 
of the original term. When such a motion is granted after a con- 
tinuance, the moving party must pay costs.1?° 


If the application and motion are timely and in proper form, the 
judge has a choice between two alternatives. He may either change 
the place of trial to an adjoining circuit, or he may retain the action 
until the end of the term; and in the meantime request the chair- 
man of the board of circuit judges to call some other circuit judge 
to hold court during the current or next term in order to exercise 
jurisdiction in all cases where affidavits of prejudice have been 
filed.12*_The second alternative was adopted in order to save time; 
merely because the judge is prejudiced is no reason to change the 
county where the case is to be heard.1?? If no other judge can be 
called in to hear the cases at the current or next term, the judge 
must change the place of trial on the first day of the next term.’* 
Unless the called judge shall begin the trial by the second day 
after the action is reached for trial in its regular order, the case 
cannot be called for trial until the parties have five days notice of 
the time when the judge will attend.’* 


Each side is entitled to only one change of venue or judge be- 
cause of the prejudice of the presiding judge.’** The statute pre- 
sumes that the successive judges will not be prejudiced.%%* Each 
affidavit can name only one circuit judge except when the circuit 
court consists of more than two branches, two judges in the circuit 
may be named.?27 





1° Wis. STAT. § 261.08 (2) (1957). 

1” Ibid. 

21 Wis. Stat. § 261.08 (1) (1957). 

™ Odegard v. North Wis. Lumber Co., 130 Wis. 659, 110 N.W. 809 — 
Van Slyke v. Trempealeau County Farmers’ Mut. Fire Ins. Co., 39 Wis. 
(1876). 

™ Wis. Stat. § 261.08 (1957). 

1% Wis. StaT. § 261.08 (4) (1957). 

*8 Wis. StaT. § 261.08 (2) (1957). 

1 Meverden v. State, 258 Wis. 628, 46 N.W.2d 836 (1951). 

4 Wis. STAT. § 261.08 (3) (1957). 
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C. Time for Motion to Change in General**® 


Except as provided in section 261.08 (2), the place of trial can- 
not be changed on the motion of a party who has had a continuance 
in the action unless it appears that the reason for the change was 
discovered or developed after such continuance.**® The reason for 
this is that by asking for a continuance the party has submitted 
to the jurisdiction of the court and has waived all objections to 
venue. 


D. Costs 


When the place of trial is changed, the clerk of the original 
court is directed to certify and transmit to the clerk of the trans- 
feree court all the process, pleadings and other papers, copies of 
all minutes and entries of the clerk in such action, and a statement 
of his fees. Such fees must be paid before the papers are trans- 
mitted by the party procuring the change except in section 261.03 
cases where the plaintiffs pay the fees.*° A change under section 
261.03 is complete when the court order is made.**? However, in 
all other cases the change is not complete until the transmitted 
papers have been filed. The moving party must make sure that 
the fees are paid and the papers transmitted and filed within twenty 
days from the making of the order to change the place of trial. If 
he fails to do so, he loses his right to change*** and no order for 
change for the same cause can be made later.'** However, the 
statute provides for an extension of this twenty day time limit.™ 
Such an extension may be granted, even after the twenty days have 
expired, by an ex parte order of the court.1*5 The parties themselves 
may be able to alter the requirement of transmission and filing by 
stipulation,** improper conduct,}*? or waiver.1** 

Even if the change is denied because of the lapse of twenty days, 
the moving party must pay the costs. However, the statute allows 
the other party, within forty days of the making of the order to 





“8 For change under section 261.08 see text supra at 674. 
4 Wis. StaT. § 261.09 (1957). 

™ Wis. Stat. § 261.10 (1957). 

™ Ibid. 


2 Except in cases under Wis. STAT. § 261.03 (1957). Wis. Stat. § 261.10 (1957). 
= Wis. STAT. § 261.10 (1957). ' ' ” 
™ Ibid. 
45 Wis. Stat. § 269.45 (1957), F. Dohmen Co. v. Niagara Fire Ins. Co., 96 Wis. 
38, 71 N.W. 69 (1897); Cartright v. Town of Belmont, 58 Wis. 370, 17 N.W. 237 
1883). 
w= Necedah Mfg. Corp. v. Juneau County, 206 Wis. 316, 237 N.W. 277 (1932). 
%* Cook v. McDonnell, 70 Wis. 329, 35 N.W. 556 (1887). 
** Starkweather v. Johnsen, 66 Wis. 469, 29 N.W. 284 (1886). 
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change the venue, to pay the fees and have the papers filed in the 
new court.1%? 


E. Conclusiveness of Change 


Unless a motion to remand is made in the transferee court before 
the trial is entered upon, the proceeding for change of venue is 
conclusive.'*° This statute is intended to cure all defects and to 
impose upon a party a conclusive presumption of waiver unless he 
objects to the change in writing before entering upon the trial. 
If the order changing the place of trial is reversed, the effect is to 
change the place of trial back to the original court.1*? 


1. Waiver of the Right To Have the Case Tried in the Proper 
County 


In general the defendant may waive his right to have the action 
commenced in the proper venue. Section 261.02 provides that “the 
county designated in the complaint shall be the place of trial, unless 
the same be changed. . . .”” This same language has been in the 
statute since the code was first adopted in 1856.14 However, at 
present there are some exceptions to this general rule. Actions 
named in section 261.01 (1) and (3) can be commenced only in the 
proper county. In effect the venue statutes for these actions pre- 
scribe jurisdictional requirements. As to such actions no other court 
has jurisdiction unless they have been commenced in the proper 
county.*#* 


2. Lower Courts 


Although the circuit courts handle much of the trial litigation 
in the state, the practitioner often finds himself in lower and inter- 
mediate courts. The venue statutes for these courts are not uni- 
form. When faced with a venue problem in a lower trial court, 
it is wise to check the statute that grants jurisdiction to the court.** 





1 Wis. STAT. § 261.10 (1957). 

Wis. STAT. ah 261.11 (1957), Cartright v. Town of Belmont, 58 Wis. 370, 
17 N.W. 237 (1883). 

44 Allen v. Voje, 114 Wis. 1, 89 N.W. 924 (1902). 

12 Wis. STAT. § 261.11 (1957). 

3 Wis. Laws 1856, ch. 29. 

™ State ex rel. Hammer v. Williams, 209 Wis. 541, 245 N.W. 663 (1932). To 
trace the development of these jurisdictional venue statutes see: Woodward v. 
Hanchett, 52 Wis. 482, 9 N.W. (1881); Brockway v. Carter, 25 Wis. 510 (1870); 
Beach v. Sumner, 20 Wis. 289 (1866); Pereles v. Albert, 12 Wis. 743 (1860). 

“5 These statutes can be found in WIscONSIN ANNOTATIONS (1950). 
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In cases where the circuit court serves as an intermediate appellate 
court the provisions in chapter 261 apply.’ 


V. CONCLUSION 


This paper indicates that the venue statutes have been a major 
source of litigation in Wisconsin. Normally, after a study of this 
type one would recommend a change in the statutes to clear up the 
difficulties. However, most of the cases were decided late in the 
19th or early in the 20th century. In recent years there have not 
been many cases dealing with venue. It seems that the statutes are 
now reasonably clear to Wisconsin attorneys. The substantive 
provisions of the statutes are fair and just in themselves; therefore 
no change in the venue statutes is recommended at the present time. 





“Wis. STAT. § 261.07 (1957). 














Notes 


LABOR LAW—DETERMINATION OF APPROPRIATE BAR- 
GAINING UNIT—Section 9 (a) of the National Labor Relations 
Act, as amended, provides as follows: 


Representatives designated or selected for the enpents of 
collective bargaining by the majority of the employees in a 
unit appropriate for such purposes, shall be the exclusive 
representatives of all the employees in such unit for the pur- 
poses of collective bargaining in respect to rates of pay, 
wages, hours of employment, or other conditions of employ- 
ment... .? 

Implementing this, section 9 (b) of the Act gives the National Labor 

Relations Board the power to determine the appropriate bargaining 

unit: 


The Board shall decide in each case whether, in order to 
assure to employees the fullest freedom in exercising the rights 
guaranteed by this subchapter, the unit appropriate for the 
purposes of collective bargaining shall be the employer unit, 
craft unit, plant unit, or subdivision thereof: Provided: That 
the Board shall not . . . (2) decide that any craft unit is in- 
appropriate for such purposes on the ground that a different 
unit has been established by a prior Board determination, un- 
less a majority of the employees in the proposed craft unit vote 
against separate representation. . . .? 

A problem arises under these statutes when a union seeks to 
establish or preserve a production and maintenance bargaining 
unit which includes skilled tradesmen, and another union seeks to 
establish a separate bargaining unit for some of these skilled 
tradesmen. An employer involved in such a situation might favor 
either of these units or remain neutral. The issue is whether, under 
the above statutes, the NLRB can apply a general rule in deter- 
mining the appropriate bargaining unit or whether it must exercise 
its discretion on a case by case basis. The Board has adopted the 
former view,* but, recently in NLRB v. Pittsburgh Plate Glass Co.,4 
the Court of Appeals of the Fourth Circuit rejected that interpre- 
tation of the statute and held that 9(b) requires the Board to 





161 Stat. 143 (1947), 29 U.S.C. § 159 (a) (1958). 

261 Stat. 143 (1947), 29 U.S.C. § 159(b) (1958). 

* American Potash and Chem. Corp., 107 N.L.R.B. 1418 (1954). 
4270 F.2d 167 (4th Cir. 1959). 
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exercise its discretion in each case in determining whether a pro- 
posed unit is appropriate. The Supreme Court denied the Board’s 
petition for certiorari.® 

The NLRB has had the responsibility of determining the appro- 
priate bargaining units since its creation under the Wagner Act.* 
The determinations present difficult value choices, such as whether 
to favor freedom of choice for craft workers by allowing severance 
from a larger union, or whether to favor industrial stability by 
preserving established patterns of bargaining on an industrial 
basis. Also, the responsibility for making these determinations has 
caused the Board’s decisions to become involved in the conflict over 
“raiding” between the former AFL and CIO unions. For these 
reasons the Board has gone slowly in laying down rules in this area, 
and, even then, has changed the trend of its decisions several times. 

The first significant case concerning the Board’s determination 
of an appropriate bargaining unit was that of Globe Mach. & 
Stamping Co." In this case the Board held that, because on the facts 
either the craft or plant units sought by the opposing unions would 
be appropriate, “the determining factor is the desire of the men 
themselves.”* An election was ordered in which the employees could 
vote either to be included in the craft or plant units. 

After the Globe case, however, it was contended that craft em- 
ployees in a plant should not be allowed to create a separate unit 
against the desires and best interests of the majority of employees 
when these were evidenced by a history of successful bargaining 
on an industrial basis.* This view prevailed in the American Can 
Co. case’® where the Board held that it would not allow the sever- 
ance of a craft unit from a plant-wide unit where the industrial 
union could show such a previous bargaining history. This rule 
protected the CIO unions which had organized whole plants and 
industries before AFL craft unions attempted to organize the crafts- 
men in these units, and the AFL strongly protested the decision." 

These protests did not have an immediate effect, but probably 





* 361 U.S. 943 (1960). 
* “The Board shall decide in each case whether, in order to insure to em- 
loyees the full benefit of their right to self-organization and to collective 

argaining, and otherwise to effectuate the policies of this Act, the unit 
appropriate for the purposes of collective bargaining shall be the employer 
unit, craft unit, plant unit, or subdivision thereof.” 49 Stat. 449, 453 (1935). 

*3 N.L.R.B. 294 (1937). 

* Id. at 300. 

* Dissent by Board member E. Smith in Allis-Chalmers Mfg. Co., 4 N.L.R.B. 

159, hg (1937). 
3 N.L.R.B. 1252 (1939). See Comment, 34 Int. L. Rev. 852 (1940). 
- how & Brown, FROM THE WAGNER Act TO TAFT-HARTLEY 143 (1950). 
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caused the slow erosion of the American Can rule that occurred 
during the war years.’? Finally in 1946, the rule was discarded 
completely in International Minerals & Chem. Corp.* The Board 
in this case candidly admitted that the determination of the appro- 
priate bargaining unit often involved a balancing of opposing 
interests. Therefore, the Board declared: “Of necessity no hard 
and fast rule can be laid down in advance . . . when one and when 
the other of these policy factors is to prevail. Each case must be 
decided on the basis of its own facts.”** Thereafter the previous 
history of collective bargaining would be only one factor which 
the Board would consider. 

Despite the favorable trend of decisions at the time Congress was 
considering the Taft-Hartley amendments to the Wagner Act, the 
AFL still urged Congress to include in the amendments a provision 
requiring the Board to allow a craft unit whenever a majority of 
the craft employees desired one.1* Congress did not completely 
rewrite section 9(b) of the old act, but it changed some wording 
and added some provisos.'® The most important change is the addi- 
tion of subsection (2) which prohibits the Board from finding that 
a craft unit was inappropriate “on the ground that a different unit 
has been established by a prior Board determination. . . .”17 The 
craft union leaders thought that this provision accomplished their 
goal,4® and the basic controversy since 1947 has centered over the 
meaning of this limitation on the Board’s decision making powers. 

National Tube Co.?® was the first case in which the Board specifi- 
cally considered the effect of this modification of 9(b). The peti- 
tioning union sought a craft unit of the bricklayers who replaced 
the refractory linings in the blast furnaces in a steel plant. The 
union argued that because of the addition of subsection (2), the 
Board was required to allow craft severance when it was requested, 
regardless of previous Board rules. This argument was based on 
parts of the legislative history of the Act. The Board described this 
argument as one aimed, not at the manner in which it exercised its 





See Krislov, Administrative Approaches to Craft Severance, 5 Las. L.J. 231, 
233 (1954), and the cases cited therein. 

#71 N.L.R.B. 878 (1946). 

* Td. at 881. 

* Rathbun, The Taft-Hartley Act and Craft Unit Bargaining, 59 YALE L.J. 
1023 (1950). 

%* Compare the statute in the text at note 2 supra, with that at note 6 supra. 

7 See note 2 supra, and the footnote in National Tube Co., note 19 infra, at 
76 N.L.R.B. 1203 n.9 for the significance the Board attaches to the changes made 
in the declaration of the policies found in 9(b), which the Board is to promote. 

* Rathbun, op. cit. po re note 15. 

* 76 N.L.R.B. 1199 (1948). 
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discretion, but at the existence of this discretion under that statute. 
The Board did not agree with this argument. It examined the sub- 
section and thought that its meaning was clear: the provision only 
prohibits the Board from denying a craft unit solely on the basis 
of a prior determination, but otherwise does not affect the Board’s 
discretion as it existed under the former statute. Even though the 
Board thought the statute was unambiguous, for the sake of argu- 
ment it examined the statute’s legislative history. The Board did 
not find, as the petitioner contended, that the history showed a clear 
intent to overrule American Can and make craft severance manda- 
tory. But, the Board declared, even if Congress did intend to over- 
rule American Can, it would still be proper to consider the bargain- 
ing history in the plant as one factor upon which to base its deci- 
sion. Also, the Board emphasized that neither the statute nor the 
legislative history indicates any limitation on the consideration of 
the bargaining history in the industry, which the Board thought 
might be a “weighty factor” in its determination of the appropriate- 
ness of a particular unit. 


The significance of National Tube, besides the interpretation of 
9(b) as amended by the Taft-Hartley Act, is the special emphasis 
the Board placed on the pattern of bargaining in the industry and 
the integration of the craft employees’ functions in the production 
process. In denying the proposed craft unit, the Board placed great 
weight on the pattern of industrial bargaining in the steel industry 
and the close integration of the bricklayers’ duties with the produc- 
tion process. It noted that the other employers in the steel industry 
also bargained with industrial units including craft employees, and 
that creation of a separate craft unit might damage the company’s 
wage structure and productive capacity. Actually, the denial of 
craft severance was consistent with previous decisions in the steel 
industry,?° but the Board subsequently relied on the factors empha- 
sized in National Tube in order to deny craft severance in three 
other industries.** Aside from these decisions, however, the Board 
continued to follow its liberal craft severance policy,?? except for 
one change. That was to define more strictly who were craftsmen, 





*In re Tennessee Coal, Iron & R.R., 39 N.L.R.B. 617 (1942); Geneva Steel 
Co., 57 N.L.R.B. 50 (1944). 


™ Corn Products Ref. Co., 80 N.L.R.B. 262 (1948) (wet milling); Weyerhaeuser 
Timber Co., 87 N.L.R.B. 804 (1949) (lumber); and Permanente Metals Co., 89 
N.L.R.B. 804 (1950) (aluminum). 


* Krislov, op. cit. supra note 12, at 237. 
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i.e., those employees eligible to be included in separate craft units.?* 
Thus, until the reversal in policy in American Potash & Chem. 
Corp.,* discussed below, the Board considered a number of factors 
in each case, and denied separate craft units in some instances, but 
granted them in most if the employees met the requisite craft 
standards.?5 

In the American Potash case, the Board reversed itself and re- 
jected its interpretation of 9(b) in National Tube. In this case the 
industrial union urged the Board to extend the National Tube rule 
to the basic chemical industry because of its highly integrated 
nature. Looking at this argument, the Board reexamined 9 (b) and 
this time found that the National Tube rule, which denied sever- 
ance in certain cases, was inconsistent with the legislative intent 
behind the statute. Adopting the contention of the petitioner in 
National Tube, the Board declared it was clear that subsection (2) 
was added to the statute to preserve craft independence. Therefore, 
it had to allow craft employees to sever from existing plant units 
“in order to give effect to the statute.”*° However, the Board did 
lay down certain craft criteria which had to be met before it would 
allow severance.?* Although the rule in American Potash was based 
on the Board’s new interpretation of its duty under the statute, the 
Board stated that it would not apply the rule to the industries which 
had already come under the National Tube rule. It justified this 
special treatment on the ground that allowing severance in those 
industries would upset firmly established patterns of bargaining.”* 

NLRB v. Pittsburgh Plate Glass Co.*® was the first court review 





* Rathbun, op. cit. supra note 15, at 1030-31, 1034-37. At this time the Board 
also defined the standards necessary for a up to qualify for severance as a 
“departmental unit,” one of those groups of employees who are not craftsmen, 
but who possess distinctive enough skills that the Board had historically granted 
them severance. See Allis-Chalmers Mfg. Co., 77 N.L.R.B. 719 (1948). 

* 107 N.L.R.B. 1418 (1954). 

* For a listing of these factors see the dissent in W. C. Hamilton & Sons, 104 
N.L.R.B. 627, 635 (1953). 

* American Potash and Chem. Corp., 107 N.L.R.B. 1418, 1423 (1954). 

™ Two requirements were laid down in American Potash for allowing severance 
toa p as a craft unit: (1) that it be made up of true craft employees, and 
(2) that the petitioning union be one that had traditionally represented that 
craft. Id. at 1422. Similar requirements were laid down for the severance of a 
“departmental unit.” Jd. at 1422. 

* “That practice, first adopted in National Tube, and thereafter applied in 
other cases, would, if applied to other industries, result in the emasculation 
of the principle of craft independence which clearly and emphatically Con- 
gress intended to preserve. However, as we do not deem it wise or feasible 
to upset a pattern of bargaining already firmly established, we shall continue 
to decline petitions for craft or me severance in those industries 

to which the Board has already applied National Tube and where plantwide 

bargaining prevails.” Id. at 1422. 

* See note 4 supra. 
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on its merits of the rule the Board laid down in American Potash.*° 
The Board was petitioned to order a representation election for a 
craft unit of electricians at defendant’s new plate glass plant. The 
appropriateness of this unit was contested by the company and by 
the intervening union, which had plant units at the company’s other 
plants. They based their argument on the factors emphasized in 
National Tube, but the Board relied on American Potash and found 
that the proposed unit was appropriate. When the company re- 
fused to bargain with the craft unit after the Board had ordered 
it to do so, the Board petitioned the court of appeals to enforce its 
order.*! The court stated its understanding of the American Potash 
rule as being that craft units would be allowed if they met the craft 
criteria, regardless of other factors. Thus, the court had two grounds 
for refusing to enforce the Board’s order: (1) that the interpretation 
of 9(b) in American Potash was wrong, and the Board is required 
to exercise its discretion in each case; and (2) that the application 
of the American Potash rule to all integrated industries, except 
those which had come under the National Tube rule, was arbitrary 
and discriminatory. 

The court approved the interpretation of 9 (b) made in National 
Tube rather than that made in American Potash. Because the 
statute requires the Board to determine the appropriate unit “in 
each case,” the court described the Board’s decision in the latter 
case as an abdication of the Board’s authority. The court noted the 
beneficial effect of subsection (2), which was ignored in American 
Potash, that the provision freed the Board from a rigid adherence 
to previous decisions and left it free to examine the merits of each 
case. 

Concerning the other ground for its decision, the court quoted 
the latest Annual Report of the Board* to the effect that the 
National Tube rule was still being applied in the four industries 
in which it was applied before American Potash; and it was even 
applied in the new plants in those industries. Because the court 
found that the plate glass industry was just as integrated as the four 





* See NLRB v. Libby-Owens-Ford Glass Co., 241 F.2d 831, 835 (D.C. Cir. 1957), 
where the court refused to comment on the merits of the American Potash rule. 

*“ The company had to follow this obstinate course of action to obtain court 
review of the craft unit finding because such findings are initial Board deter- 
minations and cannot be appealed to the courts. AFL v. NLRB, 308 US. 401 
(1940). An employer must first refuse to bargain with the certified unit and thus 
commit an unfair labor practice; then, if he refuses to comply with the Board's 
order to bargain, he may raise the appropriateness of the unit as an issue when 
the Board seeks to enforce the order by judicial proceedings. See 29 U.S.C. 
§§ - ay 6). Hy a as 

36 (1958). 
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“National Tube industries” and also possessed a pattern of indus- 
trial bargaining, it could see no reasonable basis for ordering craft 
severance in the plate glass industry and prohibiting it in the other 
four. It even stated that the Board’s rule as to the new plants in 
the four “National Tube industries” was a violation of subsection 
(2) because the Board was denying craft severance on the grounds 
of a prior determination. 

The court’s choice of the National Tube interpretation of 9 (b) 
seems to be correct. In two cases the Supreme Court held that sec- 
tion 9(b) of the Wagner Act gave the Board wide discretion in 
determining the appropriate unit.** The House committee report 
on the Wagner Act, which explains 9 (b), declares that the appro- 
priate unit is “obviously one for determination in each individual 
case and the only possible workable arrangement is to authorize 
the impartial governmental agency, the Board, to make that deter- 
mination.”** [Emphasis added.] The relatively minor changes made 
in the language of the statute by the Taft-Hartley amendments 
support the view that the new version was intended to have the 
same effect. Other federal court decisions before American Potash 
agreed with the Board’s interpretation of the statute in National 
Tube.*> Despite the committee reports and statements cited in 
American Potash, the legislative history of subsection (2) certainly 
is not as “clear and emphatic” in favor of craft severance as the 
Board claims; if anything, it seems to support the other view.** The 
court noted in Pittsburgh Plate Glass that an amendment, which 
would have required the Board to allow craft severance in all cases, 
was rejected.*7 Congress had the example of state statutes which 
favored craft units before it** but chose to use language which only 





* NLRB v. Jones & Laughlin Steel Corp., 331 U.S. 416 (1947); Pittsburgh Plate 
Glass Co. v. NLRB, 313 U.S. 146 (1947). 

* H.R. Rep. No. 1147, 74th Cong., Ist Sess. 22 (1935). 

* Meuller Brass Co. v. NLRB, 180 F.2d 402 (D.C. Cir. 1950); New Bedford 
Loomfixers’ Union v. Alpert, 110 F. Supp. 723 (D. Mass. 1953). 

* Rathbun, op. cit. supra note 15; Krislov, op. cit. supra note 12, at 234. 

**270 F.2d at 173. One authority suggests that Congress purposely left the 
decision of whether to allow a craft unit in each case to the Board for political 
reasons and because such decisions could be made better administratively than 
by legislative mandate. Rathbun, op. cit. supra note 15, at 1033. 

* N.Y. Lasor Law § 705 (2). The Wisconsin Employment Peace Act provides: 
“The term ‘collective bargaining’ unit shall mean all of the employes of 
one employer (employed within the state), except that where a majority of 
such employes engaged in a single craft, division, department or plant shall 
have voted by secret ballot as provided in section 111.05 (2) to constitute such 
group a separate Te unit they shall be so considered. ...” WIs. 
Stat. § 111.02 (6) (1957). 

For a detailed discussion of the determination of the appropriate bargaining 
unit under this statute see Hafer, A Study of the Wisconsin Employment Peace 
Act—Selection of Collective Bargaining Representatives, 1956 Wis. L. Rev. 283. 
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prohibited reliance on prior determinations. 

The Board's difficulties in this area may be explained in two ways. 
First, as the Board recognized in the International Minerals case,*® 
it must often choose between two conflicting values—industrial sta- 
bility and freedom of choice for craft workers. This choice can have 
important economic consequences. One authority claims that 
craftsmen included as part of industrial units have suffered sub- 
stantial money losses in relation to the semiskilled or unskilled 
workers in the unit.*° There is evidence, however, that craft sever- 
ance often has adverse effects on the stability of labor relations in 
a plant.*? Separate bargaining by craft units may benefit their mem- 
bers, but this may be at the cost of a loss of bargaining power for 
the other employees and an increased threat of strikes. Thus, the 
Board’s decisions under 9 (b) represent vacillation between the two 
conflicting value choices. A second explanation of the Board’s 
difficulties is that they are the attempt of an administrative agency 
to ease its decision-making task and to achieve predictability. A 
chairman of the NLRB once admitted that the Board’s task would 
be easier if Congress would lay down a rule as to what course the 
Board’s decisions should follow.‘? Therefore, the American Can 
and American Potash decisions may be understood as attempts by 
the Board to ease the burden of decisions in this area by the adop- 
tion of general rules which may be applied in all cases. 

The effect Pittsburgh Plate Glass will have on future bargaining 
unit determinations is difficult to predict, because in spite of the 
decision, the Board has continued to apply the American Potash 
rule. In two recent cases the Board rejected the Pittsburgh decision 
in footnotes to its opinions and ordered separate craft unit elections 
even though it was contended that the production processes in the 
industries were integrated and previous collective bargaining was 
on an industrial basis.“* The Board may be attempting to obtain 





The author suggests there that despite the language of the statute, there are 
situations in which the Wisconsin Employment Relations Board denies craft 
units on grounds similar to those used by the NLRB. Id. at 289, 290. 

* International Minerals & Chem. Corp., 71 N.L.R.B. 878 (1946). 

“Sumner Schlichter from a speech, “The Present Status of Industrial Rela- 
tions,” reprinted in 33 L.R.R.M. 36, 43 (1954). 

“ Jones, Self-Determination v. Stability of Labor Relations—The Effect of 
American Potash, 58 Micu. L. Rev. $13 (1960). 

“Former NLRB Chairman Herzog in Hearings before Senate Committee on 
Labor and Public Welfare on S. 55 and S.J. Res. 22, 80th Cong., Ist Sess. 1915 
1947). 
é oe I. Du Pont de Nemours & Co., 126 N.L.R.B. No. 103, 2 n.31, 2 Las. Ret. 
Rep. (45 L.R.R.M.) 1397 (Feb. 29, 1960); Royal McBee Corp., 127 N.L.R.B. No. 
113, 4 n.3, 2 Las. Rev. Rep. (46 L.R.R.M.) 1110, 1111 n.3 (May 25, 1960), (quoting 
the footnote in the Du Pont case, supra). 
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a Supreme Court adjudication on the question by continuing to 
apply the American Potash rule in the other circuits so that a con- 
flict of decisions will arise between the courts of appeals. Even if 
the Board should adopt the Pittsburgh decision, it could still favor 
craft unit severance within a case by case application of its discre- 
tion. This could be done by basing its decisions on the factors in 
each case which favor a separate craft unit, rather than on a general 
rule. Then the decision could only be reversed if a court found 
that the Board had abused its discretion in the case. The court in 
Pittsburgh Plate Glass admitted the possibility of such decisions.“ 

Regardless of what course is finally adopted as to separate craft 
units, the case by case method seems the wisest approach and more 
in accord with the intent of Congress. The general rules that the 
Board has attempted to apply have ignored the advantage of flexi- 





“ “Instead of selecting an appropriate bargaining union [sic] after a study of 
the circumstances of the case before it, it followed its announced policy of 
acceding to the wishes of a small group of employees comprising a craft for 
separate representation, although potent reasons existed for the plantwide 
representation desired by the employers and the great majority of the work- 
ers. Conceivably such a decision could be justified by the circumstances of 
a given case, but in this instance it must be condemned as discrimina- 
tory. ...” 270 F.2d at 174. [Emphasis added.] 

See also, Note, 58 Micu L. Rev. 476, 479 (1960), and NLRB v. Libbey-Owens-Ford 
Glass Co., 241 F.2d 831, 834 (1957). 

A factor which further complicates determining the effect of Pittsburgh Plate 
Glass is section 701 (b) of the recently enacted Labor-Management os 
and Disclosure Act, 73 Stat. 519 (1959). The statute amends the Taft-Hartley 
Act to provide that the Board may delegate to its regional directors the power 
to determine the bargaining unit under section 9(b), subject to review by the 
Board upon appeal. The Board until now has only made partial use of the 
amendment and has only delegated authority to regional directors to conduct 
representation elections without prior Board determination when the director 
finds no substantial issues in cases eo recognition—or organizational 
picketing. NLRB Release No. 640 (Nov. 9, 1959). This provision has been criti- 
cized as not properly belonging in the new labor act and as inconsistent with 
other provisions of section 9 of the Taft-Hartley Act. Reilly, Federal-State Juris- 
diction, in symposium, The Labor-Management Reporting and Disclosure Act 
of 1959; Interpretations and Implications. 48 Gro. L.J. 304, 313 (1959). It is 
suggested that a complete grant of the authority permitted under the amend- 
ment might lead to wide diversity in the rules being —- in these determina- 
tions throughout the country. Jd. at 314. The Board's limitation of the directors’ 
new authority only to those cases not involving “substantial issues” would seem 
to preclude the directors from making determinations like those involved in the 
cases that have been discussed here, but the effect of the amendment will not 
be determinable until the Board has operated under it for some time. 

There is another possible — in this area presented by another amend- 
ment the new act makes in Taft-Hartley. Section 701 (a) allows state courts to 
operate in the former “no man’s land” where the NLRB declined to exercise 
jurisdiction. Does this authorize state courts to apply state rather than 
standards in determining the ——- units in these cases? Persuasive author- 
mf says no; the state courts are obliged to apply federal standards in these cases 
w 1 law 


ich involve rights guaranteed by federa . See Papps, Section 701 and the 
State Courts: What Law to Be Applied? symposium supra, 48 Gro. L.J. 316 
(1959). 
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bility inherent in ad hoc administrative decisions and limit the use 
of administrative expertise. Such rules also contain the danger of 
freezing the form of labor organization or encouraging dissident 
factions within plant units. Certainly the Board’s past rules have 
not solved the problem of “raiding” between unions. Perhaps this 
problem can only be solved by unions themselves.‘ Some steps in 
this direction have already been taken, such as the AFL-CIO No- 
Raiding Pact. A policy of considering all the relevant factors in 
each case and attempting to balance the opposing policy factors, 
rather than following a general rule, may further encourage a volun- 


tary solution to this problem. 
Jor J. RABIN 





TORTS—ATTRACTIVE NUISANCE AND CONTRIBUTORY 
NEGLIGENCE DOCTRINES COMPARED—In Nechodomu v. 
Lindstrom,’ the Wisconsin Supreme Court held that the attractive 
nuisance doctrine could be applied to a case where a child was 
found contributorily negligent. A nine year old boy caught his 
arm in a mud mixer which had been left operating and unattended 
near where the boy was playing. The jury found that the boy, 
because of his youth, failed to realize the risk involved in playing 
near the mud mixer and in reaching inside it. Although the jury 
found no realization of the risk, they found the boy guilty of con- 
tributory negligence because he failed to exercise the degree of care 
ordinarily exercised by children of his own age, knowledge and 
experience. The boy was found to be 18 percent negligent and, 
under the Wisconsin Comparative Negligence Statute,’ he was al- 
lowed to recover 82 percent of the damages found by the jury. On 
appeal, the Wisconsin Supreme Court stated that a child’s contribu- 
tory negligence does not preclude the application of the attractive 
nuisance doctrine because: 


. . . the test in determining negligence . . . is an objective 





“Van Arkel, Twenty Years of the NLRB: Unit and Contract Bar Problems in 
Representation Cases, 16 Onto Sr. L.J. 360, 378 (1955). 

*273 Wis. 313, 78 N.W.2d 417 (1956). 

* Wis. Stat. § 331.045 (1957). 
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and not a subjective one. Therefore, whether the actor did or 
did not appreciate the danger of the situation may be of no 
materiality.* 


Prior to the Nechodomu case and the case of Britten v. Eau 
Claire,* where a child who was 20 percent contributorily negligent 
was allowed to recover 80 percent of his damages for injuries sus- 
tained while playing around an attractive nuisance, the Wisconsin 
court had not considered whether the attractive nuisance and con- 
tributory negligence doctrines conflicted. The Nechodomu case 
raised the question whether there is a valid distinction between a 
determination that a child did not realize the risk presented by an 
attractive nuisance and a determination that the child should have 
foreseen that his conduct involved an undue risk of harm to himself. 


Attractive Nuisance 


The general rule is that a possessor of land is not liable for harm 
to trespassers.’ But the inability of children to protect themselves 
under the conditions presented by an attractive nuisance brought 
about the development of an exception to the general rule, which 
is the attractive nuisance doctrine. This doctrine imposes a duty 
on landowners to protect trespassing children from risks of harm 
when, because of their youth, the children would not appreciate 
the risk." The basis of a landowner’s liability is his negligence in 
allowing an attractive nuisance to exist on his land.® 

Although first invoked in the United States in 1873,° the attrac- 
tive nuisance doctrine was not adopted by the Wisconsin court 
until 1934 in the case of Angelier v. Red Star Yeast and Products 
Co.° The elements which must be shown before the doctrine may 





*273 Wis. 313, 327b, 78 N.W.2d 417, 418 (1956). 

*260 Wis. 382, 51 N.W.2d 30 (1952). In this case a six year old boy, while 

laying on a tractor in a parking lot, had his leg injured when his 13 year old 
brother accidentally touched a lever which caused a gate to fall on it. The 
jury found that all the requirements necessary for application of the attractive 
nuisance doctrine were satisfied, and it also found the boy to be 20% contribu- 
torily negligent. 

® Prosser, Torts § 76 (2d ed. 1955). 

* Ibid. 

"James, Tort Liability of Occupiers of Land: Duties Owed to Trespassers, 
63 YALE L.J. 144, 168 (1953). 

* Flamingo v. Waukesha, 262 Wis. 219, 55 N.W.2d 24 (1952). 

*Sioux City & Pac. R.R. v. Stout, 8 US. (17 Wall.) 657 (1873). 


#215 Wis. 47, 254 N.W. 351 (1934). 
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be applied are enumerated in the Angelier case.*! These are the 
same in most respects as section 339 of the Restatement of Torts: 


A possessor of land is subject to liability for bodily harm to 
young children trespassing thereon caused by a structure or 
other artificial condition which he maintains upon the land, if 

(a) the place where the condition is maintained is one upon 
which the possessor knows or should know that such chil 
are likely to trespass, and 

(b) the condition is one of which the essor knows or 
should know and which he realizes or should realize as involv- 
ing an unreasonable risk of death or serious bodily harm to 
such children, and 

(c) the children, because of their youth, do not discover the 
condition or realize the risk involved in intermeddling in it or 
in coming within the area made dangerous by it, an 

(d) the utility in the possessor of maintaining the condition 
. slight compared to the risk to young children involved 

erein.** 


As indicated, one of the requirements is that the child does not 
appreciate the risk presented by the attractive nuisance. In the 
Nechodomu case the jury found that the child did not appreciate 
the risk presented by the mud mixer, and on appeal it was held 
that the test of whether the child appreciated the risk is subjective 
—that is, did the particular child in fact appreciate the risk? 

Not all courts agree with the Wisconsin court’s holding that the 
test of whether a child realizes the risk presented by an attractive 
nuisance is subjective. The Pennsylvania court, for example, deter- 





“7d. at 53, 254 N.W. at 353. The court stated the elements that must be 

proved to make the doctrine applicable to a case as follows: 

prt r of real estate should be subjected to liability to a young 
child who is injured upon his premises if it be found that the former 
maintained, or allowed to exist, upon his land, an artificial condition which 
was inherently dangerous to children being upon his premises; that he 
knew or should have known that children trespassed or were likely to 
trespass upon his premises; that he realized or should have realized that 
the structure erected or the artificial condition maintained by him was 
inherently dangerous to children and involved an unreasonable risk of 
serious bodily injury or death to them; that the injured child because of 
his youth or tender age, did not discover the condition or realize the risk 
involved in going within the area, or in playing in close proximity to the 
inherently dangerous condition; and that safeguards could reasonably have 
been provided which would have obviated the inherent danger without 
materially interfering with the purpose for which the artificial condition 
was maintained.” 

* James v. Wisconsin Power & Light Co., 266 Wis. 290, 295, 68 N.W.2d 116, 
118 (1954) (quotes Restatement § 339); In Massino v. Smaglick, 3 Wis.2d 607, 
89 N.W.2d 223 (1958) the court said that the court did not intend in the 
James case to adopt the language of the Restatement verbatim, and that the 
language of the Angelier case controls where the two may differ. 


™ RESTATEMENT, Torts § 339 (1934). 
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mined that it was an objective test.* The court felt that if section 
$39 (c) of the Restatement requires that the child in fact realized 
the risk, it would be inconsistent with section 339 (b), because the 
possessor of land would have no way of foreseeing whether a par- 
ticular child would in fact realize the risk presented by a potential 
attractive nuisance. However, when section 339 is considered as 
a whole, the subjective test of what the child realized is not incon- 
sistent with section 339(b). If the trier of fact determines that a 
possessor of land, as a reasonable man, should not have foreseen 
that children might not realize the risk involved in playing around 
a potential attractive nuisance, then one of the elements for the 
application of the attractive nuisance doctrine is missing; and 
whether a child in fact realized the risk is immaterial. 

Even though the subjective test of whether a child realized the 
risk is consistent with the other factors of the attractive nuisance 
doctrine, a further question should, perhaps, be considered: Should 
a particular child’s knowledge be used to determine the liability of 
a possessor of land? Because one of the basic reasons for the estab- 
lishment of the doctrine is to protect a child against perils which 
he encounters but lacks the ability to understand,’ it is reasonable 
to conclude that what an individual child in fact realizes is impor- 
tant. However, this is one of several factors which must be estab- 
lished before a possessor of land is held liable for maintenance 
of an attractive nuisance. Because more than just a child’s non- 
realization of risk is necessary in order to apply the doctrine, a 
possessor of land is not an insurer of the child; and he can escape 
liability even if the child’s nonrealization of risk is established. 


Contributory Negligence 


In determining whether a child is contributorily negligent, a 
court will require the child to have foreseen what a child of his age, 
experience and intelligence would ordinarily foresee under like 





™* Prokop v. Becker, 345 Pa. 607, 29 A.2d 23 (1942). The 13 old plaintiff, 
while riding his bicycle on a path which cut across an airfield runway, was 
struck by an airplane which was landing. The boy had gone across the runway 
before, and it was decided that he should have realized the danger. Therefore, 
the attractive nuisance doctrine did not apply. 
“Id. at 610, 29 A.2d at 25. 
“The use of the verb ‘do’ [in Restatement § 339(c)] might lead one to 
the belief that the duty of care depended entirely upon what the child 
in fact realized instead of upon what he should have realized. That such 
is not the case, however, is readily apparent from comment (b) . . . which 
states ‘. . . the duty of the possessor of land . . . does not extend to 
conditions the existence of which is obvious even to children and the 
risk of which is fully realized by them.’” 
* Prosser, Trespassing Children, 47 Cauur. L. Rev. 427, 461 (1959). 
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circumstances, and to exercise the degree of care that a similar child 
of ordinary care and prudence would exercise under the same or 
similar circumstances.’ In Wisconsin, foreseeability is considered 
as an element of negligence.** A child is held to be contributorily 
negligent if he knew or should have known of the danger involved 
in the act which caused his injury.* The jury in the Nechodomu 
case found that the child should have foreseen the danger involved 
in his act, but that he did not. 

The test for contributory negligence as to children is quite 
specifically related to the particular plaintiff. The child is not 
compared to children in general, but to a child of like age, expe- 
rience, intelligence and discretion.*° When all these similarities are 
considered, there is a fine line between what the plaintiff child 
would realize and what the reasonable child, who is used as the 
standard, would foresee. The test of whether a child is contribu- 
torily negligent is, nevertheless, an objective test based on what it 
is reasonable to expect from a similar child." 


Conclusion 


The Wisconsin court views the factors of a child’s nonrealization 
of the risk presented by an attractive nuisance and a child’s fore- 
seeability of danger in the contributory negligence doctrine as being 
distinguishable concepts.?? The distinction which the court drew 
in the Nechodomu case between the two concepts is based upon a 
fine but valid and justifiable line. 

The attractive nuisance doctrine imposes some limitations on 
the free use of land in order to provide for the safety of children. 
Public policy places the safety of children high on the scale of 
social values, and the decision in the Nechodomu case is another 
step by the court to provide for the protection of human life at the 
expense of the free use of land. 

Jerry A. FINE 


"Britten v. Eau Claire, 260 Wis. 382, 51 N.W.2d 30 (1952); Mueller v. 
O'Leary, 216 Wis. 585, 257 N.W. 161 (1935). 

* Pfeifer v. Standard Gateway Theater, Inc., 262 Wis. 229, 55 N.W.2d 29 
(1952); Osborne v. Montgomery, 203 Wis. 223, 234 N.W. 372 (1931). 

* DeGroot v. Van Akkeren, 225 Wis. 105, 273 N.W. 725 (1937). 

* Britten v. Eau Claire, 260 Wis. 382, 51 N.W.2d 30 (1952); Mueller v. O’Leary, 
216 Wis. 585, 257 N.W. 161 (1935). 

™ Prosser, Torts § 31 (2d ed. 1955). 

™ James, Torts Liability of Occupiers of Land: Duties Owed to Trespassers, 
63 Yate LJ. 144, 167 n.142-43 (1953). 

. [E]ven if the child is held to be within the attractive nuisance doctrine, 
the question of his contributory negligence in the light of all relevant 
circumstances will have to be decided. But that question is different from 
the one of whether or not the gone: Jan of the attractive nuisance doc- 
trine should be available to him. 
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SALMON W. DALBERG PRIZE 


Chosen by the law faculty, on the basis of scholastic achievement 
and participation in extra-curricular activity, as the outstanding 
graduating law students: 


Arlen C. Christenson 
Sam J. Recht 


HIGH HONORS 
Voted by the law faculty, on the basis of scholastic achievement 
to graduate with high honors: 
Sam J. Recht 


HONORS 
Voted by the law faculty, on the basis of scholastic achievement 
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Steven I. Cohen 
Griffin G. Dorschel 
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WILLIAM J. HAGENAH SCHOLARSHIP 
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William F. Hoefs (1959-1960) 

Thomas G. Ragatz (1960-1961) 


WISCONSIN LAW REVIEW 


From the Editorial Board of the Wisconsin Law Review, the 
following were elected officers for the 1959-1960 school year: 


Editor-in-Chief: William F. Hoefs 
Executive Editors: 
Arlen C. Christenson Lee M. Modjeska 
Thomas A. Clemons Andre M. Saltoun 

The officers who will serve in the 1960-1961 school year are: 
Editor-in-Chief: Thomas G. Ragatz 
Executive Editors: 
David K. Harbinson Joel P. Smith 
Joel J. Rabin William J. Sullivan 


MOOT COURT 


Finalists in the annual local competition and recipients of the 
Milwaukee Bar Association Foundation Prize for Moot Court are: 
First Place: Phillip C. Jones 
Frank L. Mallare 
Allan B. Muchin 
Second Place: Gilbert W. Church 
Thomas G. Ragatz 
Leonard J. Lewensohn 


MATHYS MEMORIAL AWARD 


Awarded for the outstanding individual presentation of oral 
argument in the Moot Court competition: 
Thomas G. Ragatz 


DAVIES SCHOLARSHIP 


Voted by the law faculty, as the outstanding member of the second 
year class on the basis of scholarship and contribution to the life of 


the school: 
Gilbert W. Church 
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WILLIAM HERBERT PAGE AWARD 


Voted by the law faculty as the outstanding student contributors 
to the Wisconsin Law Review: 
William F. Hoefs 
John R. McDonald 


PORTIA SCHOLARSHIP OF THE 
LAWYER'S WIVES OF WISCONSIN: 


Awarded to the woman law student in the University of Wis- 
consin Law School who, in the judgment of the faculty, is the most 
deserving in terms of scholarship, financial need, character and 
contribution to the life of the law school: 

Felice M. Davis 


WISCONSIN LAW ALUMNI ASSOCIATION PRIZES 


Awarded to the students with the highest and second highest 
averages upon completion of thirty credits: 
First: Joel P. Smith 
Second: Gilbert W. Church 


Awarded to the Chairman and Vice-Chairman of the Madison 
Legal Aid Society: 


Chairman first semester: Kenneth H. Conway, Jr. 
Vice-Chairman first semester: Stuart K. Taussig 
Chairman second semester: Richard G. Neuheisel 


Vice-Chairman second semester: George E. Aumock 
KEMPER K. KNAPP SCHOLARSHIPS 


Voted by the law faculty, on basis of need and scholastic stand- 
ings, 35 scholarships to worthy law students from the fund made 
available under the will of the late Kemper K. Knapp. 


LOUISE MASSING SCHOLARSHIP 


A scholarship is awarded to a needy and deserving law student 
under the will of Louise Massing. 


WISCONSIN LAW ALUMNI ASSOCIATION SCHOLARSHIPS 


The law faculty, on the basis of need and scholastic standings, 
awarded 7 scholarships to deserving law students from a fund 
established by the Wisconsin Law Alumni Association, supple- 
mented by contribution drives conducted by classes in connection 
with their twenty-fifth reunion. 
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JUSTICE JAMES P. KERWIN SCHOLARSHIPS 
Awarded to 8 needy and deserving law students who are Wis- 
consin residents, from a fund set up by Mrs. C. B. Clark of Neenah, 
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LAWRENCE A. OLWELL SCHOLARSHIP 
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JAMES D. SHAW MILWAUKEE FOUNDATION 
SCHOLARSHIP 
A scholarship is awarded to a needy and deserving law student 
from a fund bequeathed to the Milwaukee Foundation by James D. 
Shaw of the Law Class of 1899. 


LAWYERS TITLE AWARD 
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the highest average in the courses in real property: 
Sam J. Recht 
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